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PENSION  REFORM  AND  SIMPLIFICATION:  A 
SMALL  BUSINESS  PERSPECTIVE 


FRIDAY,  SEPTEMBER  8,  1995. 

House  of  Representatives, 
Committee  on  Small  Business, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:10  a.m.,  in  Room 
2359,  Ravburn  House  Office  Building,  Hon.  Jan  Meyers  (chair- 
woman of  the  committee)  presiding. 

Chairwoman  Meyers.  Good  morning  I  am  sorry  to  be  late.  We 
will  start  and  move  right  along  now. 

Our  hearing  this  morning  will  focus  on  pension  reform  and  sim- 
plification fi-om  the  perspective,  of  course  in  this  committee,  of 
small  business. 

Pension  reform  has  long  been  an  important  issue  to  small  busi- 
ness and  is  becoming  increasingly  more  critical  to  the  retirement 
security  of  this  country.  As  large  businesses  continue  to  downsize, 
small  businesses  are  employing  more  and  more  of  the  work  force 
in  this  country,  and  yet,  the  number  of  small  businesses  that  offer 
pension  benefits  is  alarmingly  low. 

The  resulting  risk  is  that  we  are  headed  for  a  severe  crisis  in  re- 
tirement savings  down  the  road,  especially  since  the  Social  Security 
system  was  never  designed  to  be  a  primary  source  of  retirement 
funding. 

I  believe  that  now  is  the  time  for  Congress  to  address  this  prob- 
lem. Absolutely,  now  is  the  time.  We  should  not  delay  on  this.  By 
reforming  and  simplifying  the  pension  rules,  we  can  make  it  easier 
for  small  businesses  to  sponsor  retirement  plans  and  encourage 
Americans  to  prepare  for  their  retirement  as  early  as  possible. 

At  the  root  of  this  debate  is  the  Employee  Retirement  Income  Se- 
curity Act.  Since  it  was  enacted  in  1974,  there  have  been  15  major 
amendments  to  the  act.  Each  amendment  has  significantly  in- 
creased the  legal  complexities  and  administrative  burdens  on  busi- 
nesses. In  addition,  these  amendments  have  contributed  to  the 
steady  decline  in  qualified  retirement  plans  adopted  and  continued 
by  small  businesses.  I  think  it  is  interesting  to  note  that  the  num- 
ber of  small  businesses  that  have  pension  plans  is  not  going  up;  it 
is  going  down.  It  was  16  percent  and  now  it  is  14  percent.  In  the 
last  year  in  my  district,  I  have  had  three  or  four  business  people 
come  into  my  office  in  total  frustration.  They  called  my  administra- 
tive assistant  in  the  district  and  said,  "I  just  have  to  meet  with  the 
Congresswoman,  we  have  got  to  talk  about  this."  One  of  them  came 
in  with  a  stack  of  paper  at  least  18  inches  high  and  said,  "this  is 
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what  I  have  had  to  go  through.  I  am  giving  up.  I  am  not  even  going 
to  try  anymore  to  estabhsh  a  pension  plan." 

The  committee  will  first  hear  from  Congressman  Rob  Portman, 
who  is  the  sponsor  of  one  of  the  three  pension  proposals,  and  I  be- 
lieve your  cosponsor  on  that  is  Mr.  Cardin;  is  it  not? 

Mr.  Portman.  That  is  correct. 

Chairwoman  Meyers.  Next  we  will  hear  from  a  panel  of  small 
business  organizations  and  pension  administrators,  which  I  think 
will  give  us  a  double  perspective.  I  am  pleased  to  see  that  several 
of  the  witnesses  on  this  panel  were  delegates  to  the  White  House 
Conference. 

Finally,  we  will  hear  from  the  Chief  Counsel  for  Advocacy  of  the 
Small  Business  Administration  and  the  Benefits  Tax  Counsel  from 
the  Department  of  Treasury.  I  look  forward  to  hearing  about  the 
administration's  pension  simplification  proposal  from  these  wit- 
nesses. 

Through  this  hearing,  it  is  my  goal  to  make  sure  that  as  these 
pension  proposals  make  their  way  through  Congress,  the  aspects  of 
these  pension  proposals  that  are  specifically  directed  and  aimed  at 
small  business  are  not  lost  along  the  way. 

I  would  like  to  yield  at  this  time  to  Mr.  LaFalce. 

[Chairwoman  Meyers'  statement  may  be  found  in  the  appendix.] 

Mr.  LaFalce.  Thank  you  very  much.  Madam  Chair. 

I  commend  you  for  having  these  hearings.  I  think  this  is  an  ex- 
tremely important  issue.  I  think  it  is  an  extremely  timely  issue  and 
I  look  forward  to  working  together  with  you  quite  closely  in  a  bi- 
partisan fashion  to  actually  enact  some  legislation  in  this  Congress. 

I  remember  way  back  shortly  after  I  had  gotten  out  of  law  school 
when  I  got  my  first  really  good  client,  a  small  businessman  at  a 
TV  and  appliance  store.  He  had  about  20  employees  and  he  said, 
John,  I  ought  to  set  up  a  pension  plan  for  my  employees.  I  said, 
great,  we  will  do  it.  I  had  never  studied  pension  plans  in  law  school 
at  all,  and  thank  Crod  I  had  a  senior  counsel  in  my  law  firm.  This 
is  complex  stuff,  I  said  to  him.  Not  all  that  complex.  Well,  it  was. 
It  became  much  more  complex. 

Many  years  later  I  found  out  that  the  owner  of  that  store  termi- 
nated his  pension  plan  and  I  think  that  was  really  unfortunate,  but 
even  more  unfortunate  is  it  that  has  happened  so  often  across 
America.  Small  business  owners  would  like  to  have  pension  plans 
for  their  employees  but  the  complexity  of  it  makes  it  impossible  for 
them. 

In  the  102nd  Congress,  I  got  together  with  a  number  of  individ- 
uals, a  lot  of  the  representatives  of  the  small  business  community, 
as  I  recall.  Small  Business  Council  of  America,  the  NFIB  and  oth- 
ers, John  Motley  and  Andy  Ireland  and  I,  and  we  put  in  a  joint  bill 
trying  to  provide  a  simplifying  pension  system  for  small  businesses. 

Well,  we  weren't  able  to  make  any  headway  on  that  bill,  unfortu- 
nately, and  the  Clinton  administration  now  has  a  proposal  in.  I 
know  the  SBA  is  going  to  be — or  the  Office  of  Advocacy  is  going  to 
be  supportive  of  the  effort. 

Madam  Chair,  under  your  leadership  I  look  forward  to  working 
with  you  and  I  would  hope  that  we  could  work  in  a  bipartisan  fash- 
ion and  actually  produce  in  this  Congress.  I  think  it  would  be  a  sig- 


nificant  step  forward,  not  only  for  the  small  businesses  of  America, 
but  for  their  employees  and  potential  employees. 

Thank  you. 

[Mr.  LaFalce's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  Thank  you  very  much,  Mr.  LaFalce. 

Because  I  know  that  Mr.  Portman  has  to  leave,  I  will  recognize 
him  immediately,  saying  only  that  he  is  a  former  member  of  this 
committee,  and  we  are  very  glad  to  have  you  here,  Rob. 

TESTIMONY  OF  HON.  RON  PORTMAN,  A  REPRESENTATIVE  IN 
CONGRESS  FROM  THE  STATE  OF  OHIO 

Mr.  Portman.  Madam  Chair,  thank  you  very  much. 

Mr.  LaFalce,  who  was  my  Chairman,  Members  of  the  panel,  it 
is  good  to  be  back  in  this  room  and  with  this  committee.  I  want 
to  thank  you  all  for  asking  me  to  be  here  this  morning  and  for  the 
commitment.  Madam  Chair,  Mr.  LaFalce,  and  others  on  this  com- 
mittee have  on  this  issue  and  have  had  over  the  years.  It  is  high 
time  we  do  something  about  it. 

What  I  would  like  to  do  today  is  discuss  some  of  the  reasons  it 
is  so  important  to  simplify  our  pension  laws.  The  chair  has  already 
mentioned  its  importance  to  encourage  private  savings  for  retire- 
ment, and  I  think  that  should  be  one  of  our  top  priorities  in  this 
Congress,  especially  in  light  of  the  anticipated  demographic  shifts 
we  are  facing,  concerns  about  the  future  status  of  Social  Security, 
and  our  dangerously  low  national  savings  rate  generally. 

These  proposals  for  simplification  make  a  lot  of  sense.  I,  too,  Mr. 
LaFalce,  and  Madam  Chair,  hear  again  and  again  from  small  busi- 
ness people  in  my  district  about  this  issue,  now  that  I  am  on  the 
Ways  and  Means  Committee  in  particular,  and  they  feel  as  though 
we  should  be  doing  something  about  it. 

The  reason  that  I  hear  a  lot  is  that  the  current  pension  laws  are 
so  complex  that  the  cost  to  small  businesses  to  establish  and  to  ad- 
minister a  plan  are  excessive,  and  obviously  this  is  more  of  a  prob- 
lem for  smaller  businesses  because  their  costs  far  exceed  the  cost 
per  participant  that  larger  businesses  would  face.  So  it  is  very  ap- 
propriate that  this  committee  is  taking  up  this  issue. 

It  is  no  surprise  to  me  then  that  only  14  to  19  percent  of  those 
smallest  businesses  in  America  are  now  offering  any  kind  of  pen- 
sion plan  at  all.  These  are  businesses  of  under  25  employees,  14 
to  19  percent.  That  compares  to  83  percent  of  companies  incidently 
of  over  100  employees. 

A  realtor  in  Cincinnati  recently  put  it  well  when  he  explained  to 
me:  "The  current  complexities,  administrative  burdens,  contribu- 
tions and  distribution  ra\es  and  regulations  tend  to  discourage 
rather  than  encourage  retirement  savings.  Small  business  owners 
are  either  intimidated  or  frustrated  with  all  the  complicated  rules, 
regulations,  definitions  and  administrative  hassles  on  the  estab- 
lishment, funding  and  distribution  in  these  retirement  plans." 

Over  the  past  15  years.  Congress  has,  on  average,  passed  one 
law  a  year  affecting  our  pension  laws,  and  while  these  were  well- 
intended,  each  of  these  changes  occurred  without  any  comprehen- 
sive review  of  where  we  were,  no  comprehensive  review  of  all  the 
laws  that  govern  the  tax  treatment  of  pensions.  As  a  result,  our 
current  body  of  tax  law  on  Government  pension  plans  is  a  hodge- 


podge  that  is  complicated  beyond  belief.  It  is  so  complex  and  expen- 
sive to  administer  that  many  small  businesses,  as  Mr.  LaFalce 
said,  simply  forego  available  tax  incentives  that  are  out  there,  and 
decline  to  establish  qualified  plans,  both  for  business  owners  and 
for  their  employees. 

This  is  why  Representative  Ben  Cardin  and  I  have  introduced 
this  bill  last  month,  which  we  think  builds  on  some  of  the  previous 
efforts  and  significantly  simplifies  pension  laws  encouraging  busi- 
ness, particularly  small  businesses,  again,  to  establish  pension 
plans. 

I  would  be  remiss  if  I  didn't  note  the  fact  that  Representative 
Cardin,  who  is  a  respected  member  of  the  Ways  and  Means  Com- 
mittee, has  been  working  on  this  issue  of  pension  simplification  for 
years,  and  his  support  of  this  measure  and  the  support  of  a  biparti- 
san group  of  Senators  on  the  other  side  is  very  encouraging,  I 
think,  for  the  prospects  of  this  bill. 

I  am  also  pleased  to  say  this  proposal  has  received  a  lot  of  sup- 
port locally,  and  I  think  it  would  in  your  districts  as  well.  If  you 
have  not  already  heard  from  your  constituents,  I  think  you  will 
find  them  to  be  very  interested  in  pursuing  these  simplification 
measures. 

The  board  of  directors  of  one  of  our  local  chambers  has  unani- 
mously endorsed  it.  The  chairman  of  another  chamber  board  simply 
said  he  supports  it  because  it  would  simplify  the  rules  and  regula- 
tions that  choke  employer-sponsored  pension  plans.  Of  course  the 
bill  has  also  received  support  from  some  of  the  national  groups, 
some  of  whom  are  here  today,  and  I  very  much  appreciate  their 
willingness  to  roll  up  their  sleeves,  get  involved  in  some  of  the  de- 
tails of  this  issue  and  support  us.  These  include  the  National  Fed- 
eration of  Independent  Businesses,  Small  Business  Council  of 
America,  National  Chamber  of  Commerce,  National  Association  of 
Life  Underwriters,  and  the  Association  of  Private  Pension  and  Wel- 
fare Plans. 

After  reviewing  the  proposal,  one  business  owner  in  my  district 
explained  that,  "these  are  overdue  changes,"  "We  have  had  a  mar- 
ried couple  who  worked  for  us  get  snagged  for  2  years  by  the  unfair 
family  aggregation  rules.  Repeal  of  these  rules  and,  in  fact,  the  en- 
tire bill  makes  a  great  deal  of  sense." 

Another  employer  said,  "It's  about  time  that  legislators  did  some- 
thing to  help  business  rather  than  hinder  commerce  in  this  coun- 
try. Anyone  somewhat  knowledgeable  regarding  our  Government's 
meddling  in  this  area  will  tell  you  that  the  current  regulations  are 
unnecessary,  extremely  burdensome  and  very  complicated." 

I  might  add  that  large  companies,  as  well  as  small  companies, 
are  affected  adversely  by  these  regulations.  The  administrative  cost 
of  complying  with  the  complicated  rules  governing  pension  plans 
currently  add  considerably  to  the  cost  of  providing  benefits. 

For  example,  in  the  Midwest,  the  startup  cost  for  a  plan  with 
fewer  than  50  participants  ranges  from  $1,100  to  $1,625,  depending 
on  the  type  of  pension  plan  involved.  In  the  first  year,  adding  in 
startup  costs,  a  small  business  between  10  and  15  employees  must 
then  spend  between  $3,900  and  $6,300  on  a  pension  plan.  That  is 
about  $78  to  $126  per  plan  participant.  It  is  a  significant,  and  in 
many  cases,  a  prohibitive  cost  for  small  business. 


Far  too  many  of  these  expenses  are  compliance  costs,  costs  in- 
curred only  to  navigate  the  maze  of  complex  tax  laws  that  govern 
these  plans.  The  bill  before  us  today,  H.R.  2037,  will  reduce  the 
complex  costly  compliance  rules  without,  and  this  is  important,  sac- 
rificing fairness,  or  incurring  too  high  a  Federal  revenue  cost, 
which  of  course  in  this  day  and  age  is  very  important. 

Most  of  the  provisions  of  the  bill  are  nothing  more  than  common 
sense,  simplification  measures,  and  many  have  been  before  this 
committee  and  the  Ways  and  Means  Committee  before.  These 
measures,  many  have  been  studied,  analyzed  and  approved  again 
and  again,  most  of  them  over  the  last  5  years.  In  fact,  all  but  11 
of  the  provisions  in  this  bill  were  contained  in  H.R.  3419,  the  pen- 
sion simplification  proposal  passed  by  this  very  House  in  the  last 
Congress.  That  bill,  in  turn,  was  a  package  of  provisions  almost 
identical  to  a  package  passed  by  both  the  House  and  the  Senate 
twice  in  1992,  once  in  H.R.  4210  and  once  in  H.R.  11,  and  these 
bills  were  vetoed  but  they  were  vetoed  for  other  reasons  which  had 
no  relationship  to  the  pension  proposals. 

Ultimately  pension  simplification  makes  a  lot  of  sense  for  busi- 
nesses, for  workers,  for  the  economy  as  a  whole.  It  will  significantly 
expand  pension  coverage,  especially  among  small  employers.  This 
will  add  substantially  to  the  country's  pool  of  long-term  capital  sav- 
ings, which  will  strengthen  the  economy,  lower  interest  rates,  in- 
crease productivity.  Because  it  encourages  savings  and  strengthens 
the  economy  and  protects  financial  security  of  retirement,  espe- 
cially for  workers  in  small  businesses,  I  believe  it  is  a  proposal  that 
has  to  be  included  in  any  legislative  package  aimed  at  increasing 
savings  for  working  Americans. 

Again,  Madam  Chair,  I  want  to  thank  you  very  much  for  includ- 
ing me  this  morning,  for  taking  time  to  listen  to  me,  for  your  com- 
mitment to  this  issue,  for  the  ranking  Member's  commitment,  and 
I  want  to  thank  the  committee  as  a  whole  for  considering  this  pro- 
posal. I  am  sorry  I  can't  remain  for  additional  questions  should  you 
have  any,  and  look  forward  to  working  with  the  committee  on  this 
proposal  in  the  future. 

Chairwoman  Meyers.  We  thank  you  very  much  for  being  here. 
We  are  sorry  that  your  schedule  precludes  questions.  Mr.  Cardin 
has  also  been  asked  to  submit  a  statement,  and  we  thank  you  very 
much  for  being  here. 

[Mr.  Portman's  statement  may  be  found  in  the  appendix.] 

[Mr.  Cardin's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  Our  next  panel  represents  the  voice  of 
small  business  and  their  experience  with  the  current  pension  rules, 
and  I  would  ask  all  of  our  second  panel  to  come  to  the  table  at  this 
time. 

On  my  left  will  be  Paula  Calimafde.  On  her  left  is  Sandra  Turn- 
er, Ron  Merolli,  Janice  Matthews  and  Sam  Gilbert. 

Paula  Calimafde  is  chair  of  the  Small  Business  Council  of  Amer- 
ica. She  is  also  here  representing  the  Small  Business  Legislative 
Council  and  the  National  Association  of  Women  Business  Owners. 
Ms.  Calimafde  is  a  partner  with  Pauley,  Rothman,  Goldstein, 
Rosenberg  &  Cooper  and  is  the  head  of  their  employee  benefits 
practice. 


We  will  first  hear  fi-om  Ms.  Calimafde.  I  will  say  that  you  have 
extensive  testimony  and  we  certainly  would  like  to  have  it  for  the 
record.  If  you  can  limit  your  comments  as  closely  as  possible  to  5 
minutes,  we  would  appreciate  it  and  we  will  have  the  lights  on  just 
as  a  guide.  When  the  light  turns  red,  don't  feel  like  you  have  to 
stop  in  the  middle  of  a  sentence,  but  we  would  like  to  use  the  lights 
because  we  need  to  preserve  time  for  questions. 

Ms.  Calimafde,  please  proceed. 

TESTIMONY  OF  PAULA  CALIMAFDE,  THE  SMALL  BUSINESS 
COUNCIL  OF  AMERICA,  THE  SMALL  BUSINESS  LEGISLATIVE 
COUNCIL  AND  THE  NATIONAL  ASSOCIATION  OF  WOMEN 
BUSINESS  OWNERS 

Ms.  Calimafde.  It  is  a  pleasure  to  be  here  and  it  is  notable  that 
this  committee  considers  this  issue  to  be  as  important  as  we  think 
it  is. 

My  name  is  Paula  Calimafde,  and  today  I  am  representing  three 
different  associations,  the  Small  Business  Council  of  America,  the 
Small  Business  Legislative  Council  and  the  National  Association  of 
Women  Business  Owners.  I  think  it  is  fair  to  say  that  I  am  rep- 
resenting hundreds  of  thousands  of  small  businesses  today  who  are 
very  interested  in  this  matter — this  is  an  important  issue  for  them. 

I  am  also  a  practicing  tax  attorney  in  this  area,  which  means 
that  I  have  to  know  the  rules — the  technicalities  and  the  nitty-grit- 
ty of  these  rules.  This  particular  type  of  practice  is  not  much  fun 
anymore. 

Congressman  LaFalce,  or  Chair  LaFalce,  past  Chair  LaFalce 

Chairwoman  Meyers.  I  call  him  Chair  every  once  in  awhile  too. 

Ms.  Calimafde.  Maybe  once  a  Chair,  always  a  Chair;  I  don't 
know.  I  think  that  is  a  good  rule.  I  think  I  will  adopt  that — men- 
tioned how  complicated  tne  rules  were  when  he  was  putting  a  plan 
in. 

I  can  tell  that  you  in  the  last  decade,  the  rules  have  become,  in 
my  opinion,  almost  absurd.  If  you  asked  me  as  a  pension  attorney, 
would  I  know  how  a  particular  regulation  worked,  or  what  it  really 
meant,  I  would  probably  be  honest  enough  to  say  to  you,  this  is  my 
best  guess,  but  it's  only  a  guess.  The  rules  are  now  confounding 
what  I  call  "the  best  and  the  brightest"  in  the  pension  industry 
now.  That  is  a  tragedy.  It  clearly  means  a  small  business  owner 
can't  possibly  keep  up  with  these  rules. 

I  am  also  speaking  today  as  a  delegate  from  the  White  House 
Conference,  the  1995  White  House  Conference  on  Small  Business. 
The  delegates  voted  the  pension  recommendation  as  the  number  7 
recommendation.  Starting  out,  there  were  about  450  recommenda- 
tions. They  were  narrowed  down  over  a  3-day  period  to  a  final  60 
recommendations.  The  pension  recommendation  ended  up  number 
7  out  of  that  60  and  it  got  over  1,300  votes  from  the  delegates. 

I  don't  want  to  read  the  entire  recommendation  to  you  but  I 
think  it  is  important  to  hear  what  the  delegates  actually  proposed. 
Here  is  the  beginning  of  the  seventh  recommendation:  "Congress 
should  repeal  current  disincentives  and  burdensome  regulations  on 
qualified  retirement  plans  and  IRA's.  They  should  encourage  ade- 
quate retirement  savings  and  capital  accumulation,  including" — the 
first  item  was  the  adoption  of  a  pension  simplification  bill,  which 


contains  voluntary  401(k)  safe  harbors,  and  I  will  go  into  that  spe- 
cially, but  so  you  know,  the  Portman-Cardin  bill  is  a  pension  sim- 
plification bill  such  as  the  one  specifically  mentioned  in  the  White 
House  Conference. 

The  second  item  was  to  raise  compensation  and  benefit  levels  to 
the  1992  limits.  That  is  because  they  have  been  cut  back  since 
1992. 

The  third  was  an  interesting  one.  Provide  exclusion  from  estate 
tax  for  retirement  plan  benefits  and  IRA  assets,  and  I  will  explain 
to  you  why  that  was  important  as  we  go  on,  but  I  will  give  you  the 
highlight,  which  is,  God  forbid  you  die  with  a  significant  retirement 
plan  accumulation.  There  are  specific  fact  patterns,  namely,  you 
don't  leave  a  surviving  spouse,  where  you  could  get  hit  with  80  per- 
cent taxation  on  that  money,  and  that  is  the  honest  truth  and  I 
will  show  you  how  you  get  there. 

The  fourth  thing  they  asked  for  is  repeal  of  the  15  percent  excise 
tax.  They  called  for  repeal  of  family  aggregation  rules.  They  asked 
for  the  reinstatement  of  deductible  IRA's  and  they  wanted  to  ex- 
pand it  to  non working  spouses.  You  may  or  may  not  know,  if  you 
are  a  nonworking  spouse,  you  are  limited  to  a  much  smaller 
amount  than  if  you  are  a  working  person.  I  say  this  tongue  in 
cheek.  For  those  of  you  who  have  ever  stayed  home,  it  is  probably 
harder  than  coming  into  the  office. 

The  delegates  asked  to  expand  SARSEP's  to  employers  with  up 
to  100  employees,  and  they  asked  for  a  repeal  of  the  401(a)(26) 
rules  for  defined  contribution  plans.  I  know  I  am  getting  technical. 
I  will  try  to  explain  some  of  these  items  so  they  are  clear.  This  was 
a  rather  strong  one,  they  asked  to  repeal  all  defined  benefit  plan 
changes  enacted  after  1985. 

So  now  you  may  say — by  the  way,  I  didn't  read  the  entire  rec- 
ommendation, but  that  is  the  gist  of  it.  You  can  tell  it  is  pretty  de- 
tailed and  they  have  definite  things  in  mind.  Why  did  the  delegates 
consider  this  to  be  so  important  that  they  gave  it  1,300  votes?  I 
think  the  reason  is  simple;  small  business  owners  want  to  be  able 
to  retire  one  day. 

This  is  a  group  of  people  who  work  extremely  hard.  In  the  begin- 
ning of  a  business,  very  often  there  is  no  such  thing  as  vacation 
time.  Usually,  you  have  got  everything  on  the  line  with  this  busi- 
ness, and  you  work  and  you  work  and  with  any  luck,  you  become 
successful. 

Well,  at  some  point  you  want  to  retire.  The  best  way,  really  al- 
most the  only  way,  to  save  for  retirement  through  the  business,  is 
by  a  qualified  retirement  plan.  Small  business  simply  does  not 
have  the  options  that  bigger  business  has.  There  are  really  no  non- 
qualified deferred  comp  plans.  There  really  are  no  other  perks  that 
you  are  going  to  be  able  to  retire  on,  so  this  is  it. 

The  delegates  knew  this  area  is  too  complicated.  I  can't  tell  you 
how  many  times  that  the  White  House  Conference  people  would 
come  up  to  me  and  say,  this  area  is  just — it  is  just  too  complex, 
I  don't  want  to  get  involved.  The  exact  same  things  you  are  hear- 
ing. It  is  too  complex,  don't  want  to  get  involved.  Several  people 
said,  the  plan  discriminates  against  me.  I  am  supposed  to  put  in 
a  plan  where  I  don't  get  the  same  benefits  as  other  people. 
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What  I  think  is  particularly  exciting  about  this  moment  is  that 
virtually  all  the  parties  are  in  agreement  that  something  needs  to 
be  done  and  we  are  very  far  along  on  what  those  actual  provisions 
should  be.  There  is  legislation  that  is  almost  perfect. 

How  did  this  come  about?  I  think  it  came  about  because  the  ad- 
ministration came  forward  with  really  excellent  proposals,  not  only 
simplification,  but  also  to  revitalize.  They  were  joined  by  Senators 
Pryor  and  Hatch  with  probably — I  guess  I  could  even  say  an  even 
better  bill.  That  is  the  same  bill  that  Congressmen  Portman  and 
Cardin  have  introduced. 

You  also  see  Ways  and  Means  coming  in  with  a  markup  that  I 
would  say  is  even  better  than  all  those  already  very  good  bills  and 
proposals.  So  you  can  see  that  legislatively,  a  lot  of  the  problems 
small  business  is  having  today  could  be  fixed  with  bills  that  are  al- 
ready written  and  drafted  and  some  of  them  have  actually  gone 
through  and  been  approved  in  prior  years. 

We  have  people  in  the  Congress  who  are  uniquely  qualified  and 
understand  the  issues,  Chair  Jan  Meyers,  Congressman  Bill  Ar- 
cher, Congressman  Portman,  Ben  Cardin,  ana  Nancy  Johnson. 
These  are  people  who  have  spent  a  long  time  trying  to  learn  the 
intricacies  of  the  pension  law,  which  is  not  easy.  We  have  many 
other  people,  as  evidenced  here,  of  people  who  understand  the  is- 
sues. 

You  also  know  the  small  business  community  is  behind  these 
changes.  We  have  the  White  House  Conference.  Every  small  busi- 
ness trade  association  is  in  favor  of  these  changes  and  the  pension 
community  stands  behind  these  changes,  too. 

So  let  me  take  a  minute  to  review  what  we  consider  the  very 
most  important  items.  One  is  the  repeal  of  the  401(k)  discrimina- 
tion test.  That  is  what  is  in  Ways  and  Means. 

If  total  repeal  is  too  extreme  or  not  politic,  there  are  voluntary 
401(k)  safe  harbors  that  are  in  the  administration  proposals  and 
the  Portman-Cardin  bill.  Those  are  excellent. 

In  my  opinion,  that  one  step  would  do  more  to  bring  about  a  pro- 
liferation of  retirement  plans  for  small  business  than  almost  any- 
thing else  that  could  be  done. 

Second.  In  Ways  and  Means,  they  want  to  take  away  the 
$150,000  compensation  cap.  That  was  put  in  in  1993  as  part  of  the 
tax  bill.  Taking  away  that  cap  would  be  a  major  incentive. 

Would  it  anect  all  that  many  small  businesses?  I  doubt  it,  but 
it  would  be  perceived  as  a  real  incentive.  It  would  be  seen  as  Con- 
gress understanding  that  you  don't  have  to  actively  discriminate 
against  the  key  employees. 

Finally,  repealing  the  15  percent  excise  tax,  which  is  also  in  the 
Ways  and  Means  proposal,  would  go  a  long  way.  This  tax  has  a 
very  peculiar  chilling  effect.  This  tax  says,  if  you  take  out  more 
than  a  certain  amount  every  year,  you  are  going  to  be  hit  with  a 
15  percent  excise  tax,  and  if  you  die,  then  we  are  going  to  hit  you 
with  a  15  percent  excise  tax  if  you  have  too  much  in  your  retire- 
ment plan. 

From  a  practical  matter,  I  think  as  a  country  we  want  people  to 
take  money  out  of  their  retirement  plan.  If  you  look  at  it  from  the 
viewpoint  of  the  Treasury,  it  is  more  money  to  be  taxed,  if  you 
want  to  look  at  it  that  way.  It  is  more  money  in  the  system.  It  is 


more  money  to  provide  retirement  benefits.  So  I  have  a  feeling  this 
tax  is  really  working  counter  purposes  to  what  people  want,  and 
it  is  because  of  this  tax  that  you  can  end  up  with  an  80  percent 
taking  of  the  retirement  plan  assets  at  death. 

Thank  you  very  much. 

Chairwoman  Meyers.  Thank  you  very  much,  Ms.  Calimafde.  You 
have  helped  us  understand  about  what  you  think  are  the  most  im- 
portant issues. 

[Ms.  Calimafde's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  On  Ms.  Calimafde's  left  is  Sandra  Turner 
representing  National  Federation  of  Independent  Business.  Ms. 
Turner  is  a  partner  in  the  employee  benefits  consulting  firm  of 
Bates,  Turner  &  Associates  in  Orlando,  Florida. 

Ms.  Turner. 

TESTIMONY  OF  SANDRA  R.  TURNER,  CPC,  QPA,  PARTNER, 
BATES,  TURNER  &  ASSOCIATIONS,  INCORPORATED,  REP- 
RESENTING THE  NATIONAL  FEDERATION  OF  INDEPENDENT 
BUSINESS 

Ms.  Turner.  Thank  you.  Madam  Chairman. 

Thank  you,  panel,  for  having  the  opportunity  to  speak  with  you 
today.  I  find  this  very  exciting.  This  is  the  first  time  in  my  23  years 
in  this  industry,  or  at  least  since  I  can  remember,  that  we  are  obvi- 
ously in  a  positive  note  and  not  dealing  in  a  negative  note,  and  I 
think  my  panel  will  concur  on  that. 

I  would  like  at  this  time,  if  I  may,  with  your  permission,  to  sub- 
mit a  statement  for  the  record  for  the  National  Federation  of  Inde- 
pendent Businesses.  I  state  that  the  National  Federation  of  Inde- 
pendent Businesses  is  reviewing  a  number  of  the  proposals,  both 
the  House  bill,  the  Senate  bill  and  the  administration's  and  are 
currently  reviewing  some  of  the  finer  aspects.  So  from  that  point 
forward,  I  will  be  speaking  as  an  avid  member  of  NFIB,  an  avid 
member  of  the  pension  community,  a  small  business  owner  myself. 
So  not  necessarily  everything  I  say  will  be  representative  of  NFIB. 

I  think  we  are  all  going  to  be  repeating  ourselves  and  I  am  going 
to  say  it  again.  I  am  the  one  in  the  trenches.  I  sit  across  from  the 
business  owner.  I  am  the  one  who  has  been  doing  it  for  23  years. 
That  is  a  long  time,  and  it  has  gotten  kind  of  grievous  at  times, 
especially  the  more  complex  the  rules  get,  layered  upon  layer.  That 
is  what  causes  the  costs. 

We  are  all  hearing  it  here.  The  costs  for  the  small  business 
owner  are  becoming  prohibitive.  They  can't  afford  me.  That  is  basi- 
cally what  it  is.  They  can't  afford  me  anymore. 

I  have  to  become  so  knowledgeable  on  such  a  bevy  of  laws  and 
become  a  compliance  officer,  which  is  what  I  sell  myself  to  be,  and 
sit  across  from  them,  and  by  the  time  I  outline  what  it  is  going  to 
cost  for  them  to  put  in  a  plan,  start  it  up,  keep  it  rolling,  keep  it 
changing,  they  say:  "I  can't  afford  it,  I  just  can't  afford  it." 

Let  me  explain  something  about  the  small  business  owner.  These 
are  really  good  people.  I  don't  see  the  bad  boys  out  there  that  I 
hear  about  a  lot  of  times  from  the  agencies,  people  who  are  out  to 
get  away  with  something,  let's  go  stick  money  away  someplace  and 
hide  it.  They  are  going  to  do  that  anyway.  They  don't  need  a  retire- 
ment plan  to  do  that. 
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They  are  out  there  trying  to  compete  with  the  large  corporations 
to  attract  employees.  They  are  under  pressure  and  they  have  a 
whole  bunch  of  items  to  address:  Like  health  insurance,  they  have 
to  address  paid  vacations,  and  they  only  have  "X"  amount  of  dollars 
to  do  this  with.  So  they  want  to  provide  pension  programs  for 
themselves  and  employees,  but  they  find  it  difficult  to  provide  the 
necessaiT  funds  to  do  so. 

One  of  the  best  things  that  we  have  got  going  for  us  with  pension 
simplification  is  simplification.  Let's  get  some  of  the  complexity  out 
and  therefore  we  will  be  able  to  bring  the  cost  down  from  my  end. 
I  can  walk  into  an  employer  and  actually  encourage  them  and  not 
discourage  them  fi-om  being  able  to  provide  a  program  for  their  em- 
ployees. 

All  right,  let's  talk  about  what  it  costs  or  what  it  looks  like  when 
I  sit  down  with  an  employer?  They  are  all  going  to  talk  about  the 
specific  aspects  of  the  law  as  far  as  they  are  written,  but  let  me 
tell  you  what  it  feels  like  from  the  fi-ont  lines. 

I  sit  down  with  Mr.  Employer  and  I  say,  Mr.  Employer,  you  are 
thinking  about  a  plan,  OK,  let  me  suggest  something  to  you.  Gren- 
erally  the  most  hot  item  right  now,  as  you  all  know,  is  the  401(k). 
You  put  some  money  in,  your  employees  put  some  money  in,  and 
we  are  going  to  be  able  to  do  a  retirement  program  for  everybody. 
But  let  me  warn  you  right  now,  even  though  you  don't  make  the 
compensation  cap  currently  around  like  $66,000  or  whatever,  you 
are  a  5  percent  owner,  so  I  am  going  to  have  to  declare  you  a  high- 
ly compensated  employee. 

Now,  we  are  going  to  have  to  go  and  we  are  going  to  have  to  tell 
your  employees  to  really  get  in  there  and  put  some  money  away, 
because  if  they  don't  put  money  away,  I  can't  put  money  away  for 
you.  They  have  to  at  least  do  something  in  order  for  you  to  be  able 
to  put  some  funds  in. 

It  may  happen  at  the  end  of  the  year  when  I  do  my  tests,  which 
costs  "X"  amount  of  dollars,  and  you  have  put  in  too  much  for  your- 
self— even  though  there  is  a  $9,200  cap,  there  already  is  a  dollar 
cap  for  these  people.  On  top  of  that,  I  got  to  make  sure  that  you 
are  not  putting  in  money  at  a  higher  rate  than  your  people  are.  So 
now  we  have  got  a  double  whammy. 

By  the  way,  a  couple  years  down  the  road,  if  your  people  are 
coming  and  going,  we  are  paying  them  out  and  now  you  own  too 
great  a  percentage  of  that  pension  fund,  you  are  going  to  hit  what 
they  call  top-heavy,  which  is  not  even  addressed  in  the  proposals. 
I  think  only  the  NEST  Program  removes  it,  and  that  is  a  whole 
other  issue  and  something  I  would  like  to  see  removed  is  top-heavy 
plans. 

So  you  hit  top-heavy,  60  percent  or  more  of  the  assets,  which  I 
think  is  a  good  goal,  especially  if  you  are  the  business  owner  and 
you  have  been  there  20  years  and  your  employees  are  coming  and 
going,  but  now  you  have  a  minimum  3  percent  of  compensation 
contribution  you  have  to  make  to  the  plan.  By  the  way,  that  match- 
ing contribution  you  have  been  giving  your  employees  on  their  de- 
ferrals, that  doesn't  count.  That  is  gravy,  man.  We  have  got  to  put 
that  on  top. 

I  am  getting  a  note  about  Ways  and  Means  have  marked  up  top- 
heavy.  When  you  start  telling  them  what  they  can  expect  and  how 
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much  money  they  may  have  to  put  up,  not  only  for  the  administra- 
tion and  cost  but  what  kind — what  they  have  to  put  into  the  plans, 
it  becomes  dollar  signs,  dollar  signs  they  are  not  sure  they  are 
going  to  have. 

That  is  another  issue  that  NFIB  and  I  both  agree  on.  A  lot  of 
the  proposals  on  the  table  have  these  matching  contributions,  like 
in  the  NEST  and  the  SARSEP's.  A  lot  of  them  are  100  percent 
vested.  They  are  mandatory  matches.  The  small  business  person, 
he  can't  even  commit  to  a  top-heavy  match,  much  less  any  of  the 
design  matches  right  off  the  bat. 

I  cannot  guarantee  they  will  say,  "I  will  make  3  percent  of 
everybody's  compensation  and  2  percent  or  whatever  else  is  need- 
ed." They  will  ask,  "why  do  I  have  to  vest  it  100  percent  right 
away?"  I  thought  I  was  supposed  to  be  able  to  decide  that — this  is 
my  money  I  am  giving  to  the  plan  to  encourage  them  to  be  here 
and  to  be  profitable.  Why  don't  I  just  give  it  to  them?  That  is  just 
salary.  I  might  as  well  just  write  a  check." 

Those  type  of  programs  which  force  and  could  possibly  force  a 
small  employer  to  put  money  into  a  program,  is  a  disincentive  for 
them.  They  don't  need  disincentives.  They  need  incentives.  That  is 
what  this  whole  issue  is  about. 

Let's  reduce  the  complexity,  but  at  the  same  time  encourage  a 
small  business  owner  to  be  able  to  put  these  programs  in  without 
worrying  about  something  coming  down  the  pike. 

How  many  of  you  here  have  ever  heard  of  the  GATT  legislation, 
since  you  are  in  Congress?  I  guess  you  have;  right? 

I  have  had  small  business  owners  that  have  defined  benefit  plans 
that  did  everything  they  thought  they  were  supposed  to  do  in  ac- 
cordance to  the  law,  and  when  the  new  legislation  hits,  they  are 
not  even  ^andfathered  in.  All  of  a  sudden  they  are  criminals  and 
they  are  in  tax  court  fighting  their  rights  of  why  they  had  put 
funds  in. 

In  any  event,  what  I  am  saying  there  is  that  besides  the  com- 
plexity of  the  rules,  we  need  to  simplify  and  stop  overlaying  new 
laws  on  top  of  laws,  stop  hitting  the  small  business  owner,  because 
that  is  the  person,  whenever  we  have  a  change  in  Congress,  is  the 
person  that  is  getting  hit  the  most.  You  don  t  see  the  large  plans 
too  terribly  affected  by  the  changing  complexities  that  we  see  in 
the  small  plan  market. 

My  recommendations  at  this  particular  time  are  as  follows:  I 
think  we  have  pretty  much  concurred  we  will  be  eliminating  the 
family  aggregation  rules.  Family  aggregation  rules  are  not  family 
oriented.  I  have  had  clients  that  have  actually  divorced  to  get  the 
full  benefit  of  a  pension  plan.  The  removal  of  the  415(e)  combined 
limits.  This  is  totally  unnecessary.  I  have  sat  in  someone's  attic 
trying  to  find  old  compensation  records  so  that  I  could  calculate 
them.  That  was  fun.  That  was  a  dentist. 

Chairwoman  Meyers.  You  earn  your  money,  don't  you? 

Ms.  Turner.  Repeal  minimum  participation  requirements  for  DC 
plans.  It  is  just  not  necessary.  Repeal  the  aggregation  rules  for  the 
self-employed  programs.  We  need  to  encourage  self-employed  to 
maintain  their  own  plans. 

Simplify  the  definition  of  "compensation."  That  is  really  a  kicker. 
Whenever  I  am  trying  to  work  with  plans,  there  are  so  many  dif- 
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ferent  definitions,  we  need  to  be  able  to  put  back  the  elective  defer- 
rals that  people  are  putting  in  other  programs.  Allow  sole  propri- 
etors and  S  Corps  to  borrow  money  from  their  assets  and  have  the 
same  rights  as  C  Corporations,  and  most  of  all,  I  am  going  to  reit- 
erate, get  rid  of  the  top-heavy  rules  in  their  entirety. 

Thank  you  for  this  opportunity  to  speak. 

Chairwoman  Meyers.  Thank  you  for  your  excellent  contribution, 
Ms.  Turner. 

[Ms.  Turner's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  Next  we  have  Ron  Merolli,  who  is  the  Di- 
rector of  Pension  Legislative  and  Technical  Services  with  the  Na- 
tional Life  Insurance  Company  in  Montpelier,  Vermont. 

TESTIMONY  OF  RON  MEROLLI,  DIRECTOR,  PENSION  LEGISLA- 
TIVE AND  TECHNICAL  SERVICES,  NATIONAL  LIFE  INSUR- 
ANCE COMPANY 

Mr.  Merolli.  Thank  you.  Madam  Chairwoman,  and  I  appreciate 
the  opportunity  to  speak  on  behalf  of  National  Life.  I  have  spent 
21  years  in  this  business,  including  a  stint  as  a  pension  tax  special- 
ist at  the  IRS  national  office. 

I  am  like  our  other  two  speakers.  I  have  been  in  the  trenches. 
I  deal  with  clients  and  customers  every  day  and  I  know  the  frustra- 
tions that  they  feel. 

At  National  Life,  we  assist  the  funding  and  administration  of 
thousands  of  retirement  plans,  primarily  for  small  businesses  of  25 
workers  or  less,  and  we  sincerely  thank  you  all  for  allowing  us  to 
share  our  views  on  pension  reform  and  simplification  as  they  per- 
tain to  small  business. 

We  have  been  around  since  1850,  but  we  have  been  helping 
small  businesses  with  retirement  plans  for  56  years,  so  we  know 
the  difficulties  they  have  had  in  fulfilling  their  objectives.  They 
deal  with  ever-complex  laws  and  regulations  and,  as  a  result,  they 
have  concluded  that  there  is  a  disincentive  now  for  establishing  re- 
tirement plans. 

Plans  are  costly  for  small  businesses,  who  often  do  not  have  the 
financial  resources  to  hire  high-priced  consultants  to  administer 
their  plans.  The  requirements  are  very  complex,  which  results  in 
increased  costs. 

In  fact,  the  constant  burden  of  compliance  and  restrictions  on 
contributions  and  benefits  to  satisfy  short-term  revenue  objectives 
has  discouraged  participation  by  many  small  businesses  in  the  pri- 
vate pension  system.  We  must  make  sure  that  the  small  business 
owner's  fiinds  are  primarily  for  providing  retirement  income  to  re- 
tirees and  not  spent  primarily  on  administrative  costs. 

We  are  thankful  that  there  is  strong  bipartisan  support  in  Con- 
gress for  truly  meaningful  pension  simplification  and  reform.  Now, 
we  review  all  the  proposals  to  determine  which  one  best  meets  the 
needs  of  small  business,  since  that's  what  we  are  here  for. 

First,  family  aggregation  should  be  repealed  in  its  entirety. 
Spouses  and  children  under  age  19  who  work  in  a  family  business 
together  are  treated  as  one  person  for  various  retirement  plan  pur- 
poses, and  I  also  have  heard  about  people  getting  divorced  just  so 
they  can  put  more  money  into  a  pension  plan.  That  has  got  to  go 
now. 
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The  definition  of  highly  compensated  employee  is  very  complex 
and  needs  to  be  reformed  and  simplified. 

The  401(k)  plans.  We  also  agree  with  the  repeal  of  the  non- 
discrimination tests,  as  Paula  indicated.  However,  if  they  are  not, 
we  strongly  support  the  design  based  safe  harbors  where  one  op- 
tion is  based  on  a  match  of  deferrals  and  the  other  option  is  based 
on  a  minimum  contribution  of,  say  3  percent.  It  doesn't  make  any 
sense  that  you  can  put  $30,000  into  a  qualified  plan,  only  $9,240 
into  a  401(k)  plan,  yet  the  401(k)  plan  is  much  more  complex  than 
the  already  complex  qualified  plan. 

NEST,  SEP,  and  401(k).  Which  of  these  three  alternatives  are 
really  going  to  work,  are  really  going  to  make  pensions  better  for 
small  business?  What  kind  of  plan  a  small  business  wants  really 
depends  upon  the  demographics,  the  budget,  and  other  factors  pe- 
culiar to  the  small  business. 

Very  often,  the  regular  qualified  plan,  such  as  defined  benefit 
and  defined  contribution  plans  will  meet  those  objectives.  By  stay- 
ing in  the  qualified  plan  system,  contributions  made  to  the  plan 
will  be  retained  due  to  vesting  and  other  requirements,  while  with 
some  of  these  other  proposals  you  can  get  access  to  your  funds  a 
year  or  2  or  3  after  you  put  them  in.  So  where  is  the  long-term  re- 
tirements savings? 

However,  many  small  businesses  until  now  have  not  looked  at 
401(k),  They  have  looked  at  SEP's  if  they  can't  afford  re^lar  quali- 
fied plans  or  if  they  want  to  encourage  employee  participation,  but 
they  haven't  expanded  coverage.  I  know.  I  was  at  the  HIS  national 
office  in  1976  and  1978  when  we  were  talking  about  SEP's,  and  we 
hoped  at  that  time  that  they  would  increase  coverage  in  small  busi- 
ness, and  they  simply  have  not  worked. 

Contributions  in  SEP's  are  made  right  into  individual  IRA's,  so 
the  day  after  you  make  a  contribution,  employees  look  at  it  like  a 
bonus  plan  that  they  can  access.  They  don't  care  paying  a  10  per- 
cent penalty  tax.  It  is  "found  money."  So,  SEFs  haven  t  done  the 
trick. 

The  NEST — the  National  Employee  Savings  Trust — is  an  inter- 
esting alternative.  It  would  expand  pension  coverage  but  it  still  ap- 
pears that  making  40lGi)  plans  more  attractive  would  be  enough. 

If  the  NEST  is  included,  there  should  be  more  stringent  rules  on 
taking  the  money  out,  because  with  the  NEST  now,  you  can  take 
the  money  out  after  2  years,  and  that  doesn't  make  much  sense. 

There  is  a  $5,000  deferral  limit.  That  should  be  indexed  for  infla- 
tion. There  should  be  more  stringent  products  made  available  and 
the  NEST  shouldn't  be  subject  to  a  lot  of  these  complex  require- 
ments that  have  limited  plan  formation  in  the  first  place. 

Top-heavy  plans.  We  fully  support  the  repeal  of  the  top-heavy 
rules.  These  are  special  minimum  vesting  and  contribution  require- 
ments that  apply  to  certain  plans.  At  a  minimum,  the  position  in 
Pryor-Portman,  that  top-heavy  rules  don't  apply  if  nobody  earns  at 
least  $80,000  a  year  is  an  acceptable  fallback. 

The  administration's  opposition  to  total  repeal  doesn't  make  any 
sense.  They  prefer  eliminating  the  top-heavy  rules  of  small  busi- 
ness simply  by  using  the  NEST,  but  the  NEST  is  basically  a  new 
type  of  SEP.  You  can  take  your  money  out  after  2  years,  and  true 
income  security  for  small  businesses  is  best  served  by  strengthen- 
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ing  qualified  plans  and  liberalizing  401(k).  We  have  got  what  we 
need.  We  only  have  to  fix  it  and  make  it  better. 

Eliminate  the  OBRA  full-funding  limit.  The  OBRA  full-funding 
limit  from  OBRA  '87  created  an  artificially  imposed  limit  for  short- 
term  revenues  considerations  that  depressed  the  funding  of  and 
caused  unnecessary  terminations  for  thousands  of  small  defined 
benefit  plans  for  all  kinds  of  small  businesses. 

In  small  plans,  the  limit  causes  wild  fluctuations  in  the  amount 
that  is  allowed  to  be  contributed  to  the  plan.  Small  businesses 
don't  know  how  much  they  can  put  in  from  one  year  to  the  next. 
One  year  it  could  be  $8,000.  The  next  year  it  could  be  $80,000. 
That  is  how  crazy  it  can  be.  It  should  be  repealed. 

Changes  in  the  GATT  lump  sum  provisions.  Right  now  the  GATT 
law  requires  that,  if  you  take  a  single  sum  payment  from  a  pension 
plan,  you  have  to  use  a  30-year  Treasury  rate  instead  of  a  stated 
interest  assumption  in  the  plan.  That  has  become  a  big  burden  for 
small  defined  benefit  plans  and  it  should  be  repealed. 

The  minimum  participation  requirements  which  were  mentioned 
already,  should  be  repealed.  I  love  the  startup  credit  for  establish- 
ing small  plans.  Pryor-Portman  has  a  $1,000  credit  for  startup 
costs  for  small  plans  of  50  employees  or  less.  I  think  that  is  a  dy- 
namic incentive  for  the  establishment  of  pension  plans  since  you 
accurately  indicated.  Madam  Chairwoman,  that  there  is  a  very  low 
percentage  of  small  businesses  who  have  been  establishing  plans. 
A  lot  of  mem  can't  afford  it,  so  a  little  plan  is  better  than  no  plan 
for  their  retirement  income. 

The  minimum  distribution  rules  should  definitely  go.  I  have  al- 
ways wondered  why  we  are  forcing  elderly  people  to  take  retire- 
ment plan  distributions  if  we  want  to  save  for  retirement  and  if  we 
want  to  keep  assets  for  capital  formation. 

The  prohibited  transaction  process  should  be  expedited.  I  ap- 
plaud the  administration's  efforts  in  that  regard. 

Also,  qualified  plans  should  be  allowed  to  be  set  up  at  the  same 
time  as  a  SEP.  With  a  qualified  plan,  you  have  to  establish  it  by 
the  end  of  the  tax  year  and  you  can  make  contributions  up  until 
the  time  you  file  your  tax  return,  including  extensions. 

With  SEP's,  you  can  set  them  up  and  make  your  contributions 
by  the  time  you  file  your  tax  return,  including  extensions.  I  think 
it  should  be  the  same  way.  Qualified  plans  should  be  allowed  to  be 
established  the  same  way  as  SEP's. 

There  are  many  other  reforms  and  simplifications  we  endorse  as 
well,  such  as  repeal  of  the  $150,000  compensation  limit  and  a  lot 
of  other  things  that  I  have  indicated  in  my  written  testimony  that 
I  submitted  for  the  record. 

These  proposals  will  help  retirement  plans  for  small  businesses. 
Small  plan  formation  can  be  best  served  by  liberalizing  the  require- 
ments for  qualified  plans  in  general,  and  for  the  401(k)  plan  in  par- 
ticular. The  private  pension  system  as  we  know  it  offers  the  best 
hope  for  providing  retirees  of  America's  small  businesses  with  the 
difference  between  the  fioor  of  Social  Security  benefits  and  the 
amount  necessary  to  continue  their  preretirement  standard  of  liv- 
ing. It  will  put  less  of  a  strain  on  social  programs,  ease  the  tax  bur- 
den on  workers  to  pay  for  these  programs  and  benefit  the  growing 
number  of  retirees. 
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We  are  very  happy  that  Congress  has  finally  put  pension  policy 
ahead  of  tax  policy  and  we  are  confident  that  these  changes  will 
encourage  the  expansion  of  the  voluntary  pension  system. 

Thank  you  very  much  for  the  opportunity  to  speak. 

Chairwoman  Meyers.  Thank  you  very  much. 

[Mr.  Merolli's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Me\"ERS.  All  that  noise  you  hear  indicates  that  we 
have  a  vote  on,  and  my  tendency  is  to  hear  from  Janice  Matthews 
and  then  go  vote,  if  that  is  all  right. 

We  have  15  minutes,  and  if  Ms.  Matthews  will  take  about  5  min- 
utes I  would  appreciate  it. 

Ms.  Matthews  represents  National  Small  Business  United,  she  is 
the  Manager  of  Employee  Benefits  with  Trans  Financial  Bank  in 
Bowling  Green,  Kentucky. 

TESTIMONY  OF  JANICE  MATTHEWS,  MANAGER,  EMPLOYEE 
BENEFITS,  TRANS  FINANCIAL  BANK 

Ms.  Matthews.  Thank  you.  Madam  Chair,  and  members  of  the 
committee.  We  are  very  appreciative  of  the  time  that  you  have 
given  us  to  come  to  speak  to  you  about  the  issues  that  small  busi- 
ness has  with  regard  to  pension  legislation.  I,  too,  have  been  in  the 
field  for  about  15  years  dealing  in  the  administration  and  compli- 
ance for  small-  to  medium-sized  businesses,  generally  less  than  100 
employees.  I  have  also  seen  the  regulations  change  year  by  year 
and  become  so  complex  that  not  only  are  they  intimidating  to  small 
businesses,  but  they  are  also  intimidating  to  employees  and  some- 
times to  those  of  us  who  are  in  the  business  of  seeing  that  the  pen- 
sions are  administered  as  thev  should  be. 

By  the  way,  I  am  a  past  board  member  of  the  National  Small 
Business  United's  member  associations,  one  of  their  associations, 
and  that  is  the  reason  that  I  have  been  asked  to  be  here. 

Reform  legislation  has  to  start  somewhere.  My  experience  has 
been  the  same  as  Sandra's;  I  have  been  in  the  attics,  I  have  seen 
the  divorces.  I  have  been  through  the  plan  termination  filings  and 
I  see  a  need  for  a  drastic  reform.  I  applaud  both  the  House  and 
the  Senate  for  recognizing  that  this  need  does  exist. 

This  is  the  best  momentum  that  we  have  seen  in  recent  history, 
and  we  hope  that  as  the  bills  go  through  the  legislative  process,  it 
will  be  kept  in  mind  that  small  business  needs  simplification.  They 
do  not  need  more  layers  of  regulations,  testing,  et  cetera.  What 
they  really  truly  need  is  simplification. 

This  is  going  to  be  the  incentive  for  small  businesses  to  establish 
plans,  not  only  to  establish  plans,  but  to  maintain  the  plans  once 
they  are  established,  and  in  doing  so,  we  will  be  benefiting  the 
America  work  force,  your  constituents,  my  family.  Each  and  every 
one  of  us  who  is  in  the  American  work  force  will  benefit  by  the  fact 
that  small  business  will  have  an  incentive  and  will  be  able  to  main- 
tain the  plans  on  a  cost-effective  basis. 

Specifically,  I  support  repealing  the  antidiscrimination  testing, 
which  has  already  been  mentioned  to  you,  but  it  is  extremely  com- 
plex. I  think  Sandra  gave  you  a  very  good  idea  of  how  complex  it 
is,  although  if  you  were  to  spend  a  couple  of  days  with  testing  in 
detail,  you  might  realize  that  it  really  is  above  and  beyond  reason. 
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Second,  the  simplification  of  the  highly  compensated  definition, 
I  have  had  a  number  of  small  business  owners  call  me  at  the  bank 
and  say,  "what  is  this  highly  compensated  employee  business?  Who 
is  highly  compensated?"  I  said,  "well,  I  do  have  what  I  consider  to 
be  a  fairly  good  summary.  It  is  only  a  little  more  than  one  page. 
Would  you  Tike  me  to  send  it  to  you?"  The  complicated  definition 
needs  to  go.  We  need  to  get  rid  of  the  complexity. 

If  we  do  not  totally  repeal  that,  then  we  would  recommend  that 
any  look-back  rule  enacted  be  voluntary.  We  would  also  like  to  see 
repeal  of  the  $150,000  limit,  the  minimum  participation  and  family 
aggregation  rules.  They  certainly  serve  no  purpose  and  restrict  the 
small  business  owner,  who,  let's  face  it,  has  put  most  of  his  or  her 
resources  into  building  a  successful  business.  Now  the  owner  is 
being  further  restricted  by  trying  to  provide  retirement  income  for 
his  or  her  family. 

I  will  try  to  wrap  this  up  quickly,  as  I  know  you  have  other  offi- 
cial business.  I  do  appreciate  your  time  and  I  do  hope  that  you  will 
keep  the  small  business  person  in  mind,  making  sure  that  what- 
ever legislation  is  enacted  will  simplify  these  horribly  complex  reg- 
ulations to  the  benefit  of  not  only  the  small  business  owner,  but 
also  to  the  employees  of  those  businesses. 

Thank  you. 

[Ms.  Matthews'  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  Thank  you  very  much,  Ms.  Matthews. 

I  will  say  for  the  benefit  of  the  committee  that  the  vote  is  on  the 
defense  base-closure  disapproval.  We  will  vote  and  be  back  in  15 
minutes  to  hear  from  Mr.  Gilbert. 

[Recess.] 

Chairwoman  Meyers.  Committee  will  come  to  order. 

Completing  the  panel  will  be  Sam  Gilbert,  who  is  representing 
the  U.S.  Chamber  of  Commerce.  Mr.  Gilbert  is  the  president  of 
United  Plan  Administrators  in  Westlake  Village,  California. 

Mr.  Gilbert. 

TESTIMONY  OF  SAM  GILBERT,  PRESIDENT,  UNITED  PLAN  AD- 
MINISTRATORS, INCORPORATED,  REPRESENTING  THE  U.S. 
CHAMBER  OF  COMMERCE 

Mr.  Gilbert.  Madam  Chairwoman  and  members  of  the  commit- 
tee, yes,  my  name  is  Sam  Gilbert  and  I  hail  from  Westlake  Village, 
California,  where  United  Plan  Administrators  is  a  pension  consult- 
ing firm.  I  was  also  a  delegate  to  the  White  House  Conference  on 
Small  Business  this  year  and  also  in  1986. 

In  1986,  the  pension  simplification  issues  were  the  20th  top  issue 
out  of  that  conference.  This  year  we  did  seventh.  When  we  did  it 
in  1986,  and  we  were  the  20th  issue,  rather  than  having  this  kind 
of  hearing,  we  ended  up  with  the  Tax  Reform  Act  of  1986  which 
was  devastating  to  our  industry.  So  I  look  forward  to  much  better 
results  this  year. 

I  represent  the  U.S.  Chamber  of  Commerce  at  this  committee.  I 
also  serve  on  the  chamber's  Health  and  Employee  Benefits  Com- 
mittee, and  I  have  been  there  for  a  couple  of  years  and  prior  to  that 
on  their  Small  Business  Council. 

The  Chamber  Federation  represents  215,000  businesses,  96  per- 
cent of  which  have  fewer  than  100  employees  and  71  percent  of 
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which  have  fewer  than  10  employees.  There  are  3,000  State  and 
local  chambers  of  commerce  that  we  represent,  1,200  trade  and 
professional  associations,  and  72  American  chambers  of  commerce 
abroad. 

The  Retirement  Income  Security  Act  as  it  was  enacted  in  1974 
was  a  fairly  simplified  piece  of  legislation  that  when  it  came  out, 
I  was  in  the  industry  and  memorized  that  law.  When  a  client  had 
a  question,  can  I  do  this  and  such,  I  could  shoot  it  and  almost  hit 
it  directly  99  percent  of  the  time  and  say  yes,  you  can,  or,  no,  you 
can't  and  here  is  why  you  can  or  can't.  I  don't  know  anybody  in  my 
industry  that  can  hip-shoot  anymore.  The  simplest  of  questions  re- 
quires a  lot  of  time-consuming  research  to  make  sure  that  not  only 
you  are  right  on  that  specific  point,  but  it  doesn't  volley  onto  some- 
thing else. 

So  there  is  a  lot  more  time  involved  with  the  complexities.  Yes, 
we  have  had  law  changes  almost  every  year,  but  in  addition  to  the 
law  changes,  you  must  understand  that  we  have  had  a  thousand 
pages  of  regulations.  I  don't  know  anybody — and  it  is  probably  safe 
to  say  that  maybe  the  top  2  percent  to  5  percent  of  my  industry 
really  understands  the  regulations. 

Now,  we  are  talking  about  small  business  owners  that  may  dis- 
criminate. They  don't  know  enough  to  discriminate,  and  people  in 
my  industry,  the  professionals  in  my  industry,  are  unsure  of  what 
the  regulations  are.  As  much  as  we  hear  them,  they  are  so  com- 
plex, so  over  everybody's  head,  that  we  are  lost. 

Parenthetically  I  might  say  that  several  years  ago  I  did  ask  an 
executive  director  of  a  major  pension  industry  association,  how 
many  of  your  members  really  understand  the  laws  and  the  regula- 
tions? And  his  answer  to  me  was  insightful.  He  said,  the  best  tell 
me  they  are  guessing  and  the  rest  are  lost. 

Now,  that  is  us,  who  are  supposed  to  know  what  it  is  about,  let 
alone  the  business  owner  who  makes  widgets  who  really  doesn't 
want  to  know  what  it  is  about.  He  wants  to  make  widgets  and  sup- 
ply retirement  benefits  for  himself  and  his  employees. 

The  thrust  of  the  complexity  in  part  is  the  antidiscrimination 
testing.  We  started  off  in  1982  with  something  called  top-heavy, 
and  I  remember  coming  here  in  1982  and  trying  to  lobby  against 
the  top-heavy  provision.  What  I  wanted  was,  OK,  we  got  the  intent. 
You  want  to  make  sure  that  we  make  contributions  to  the  rank  and 
file.  Understood.  You  got  that.  Let's  make  it  a  simple,  simple  test, 
and  the  answer  politically  was:  No  way.  A  public  policy  group  here 
in  Washington  said,  look,  we  got  what  we  want;  we  don't  need  to 
make  it  simple. 

Because  of  that  decision,  administrative  costs  for  small  busi- 
nesses holding  retirement  plans  increased  significantly  across  the 
country,  and  we  have  been  doing  that  ever  since. 

At  this  point  in  time,  I  must  say  that  when  I  have  a  client  prob- 
lem, it  takes  me  a  huddle  to  get  through  between  myself,  my  actu- 
ary, my  administrative  assistant  and  sometimes  we  go  through  it 
for  hours  to  determine  what  is  the  right  answer  for  this  particular 
client,  and  that  shouldn't  be,  because  that  eats  up  time  and  admin- 
istrative costs. 

We  like  the  proposal  of  the  tax  credit  for  startup.  Not  only  for 
startup  for  businesses  that  never  have  had  a  plan,  but  also  we  feel 


18 

that  it  may  resurrect  the  dead,  and  by  that  I  mean  there  are  tens 
of  thousands  of  companies  that  have  been  so  frustrated  by  the  com- 
plexities of  the  statute  and  regulations,  thev  have  just  blown  up 
the  plan.  Those  people  we  want  back  into  the  retirement  system, 
and  hopefully  the  tax  credit  will  entice  them  to  get  there. 

Part  of  my  message  today  is  the  words  "incentives."  The  realities 
of  the  facts  are,  the  small  business  owners  don't  want  it  all  for 
themselves.  They  really  do  want  to  supply  benefits  to  their  rank 
and  file,  but  they  don't  want  to  be  run  over  by  the  regulations  to 
where  there  is  nothing  in  it  for  them  and  their  CPA  looks  at  them 
and  says,  why  should  you  do  this?  Dollars  and  cents  point  of  view, 
bottom  line,  it  doesn't  make  sense  for  you  to  do.  We  need  to  take 
that  away  and  put  incentives  within  the  retirement  plan  industry 
for  businesses  to  do. 

Because  you  see,  there  are  several  ways  to  get  where  we  want 
to  go.  Most  of  the  businesses — most  of  the  jobs  in  this  country  are 
being  created  by  small  businesses.  I  don't  have  to  preach  to  the 
choir  here,  thank  God,  but  since  so  few  small  businesses  have  re- 
tirement plans,  what  do  we  do  for  retirement?  I  can  see  only  a  cou- 
ple of  options. 

Option  one  is  that  we  start  to  tinker  with  this  and  make  it  more 
conducive  for  employers  to  say,  yes,  I  want  to  do  this  for  myself 
and  my  employees. 

The  second  option  is  that  we  do  nothing  and  we  have  done  noth- 
ing the  last  couple  of  years.  We  have  been  at  the  gate  and  it  has 
not  been  passed. 

There  is  a  third  option,  and  that  is  the  big  "M"  word  and  I 
don't — the  "M"  word  is  mandates,  and  I  don't  think  this  Congress 
nor  the  small  business  community,  nor  the  U.S.  Chamber  would  be 
in  favor  of  that  word.  So  it  seems  to  me  that  we  do  need  some  in- 
centives. 

We  are  in  favor  of  the  safe  harbors  for  401(k)'s.  Let  me  note  to 
you  that  the  testing  is  exceedingly  costly.  It  is  not  so  costly  if  you 
pass  the  test  for  discrimination.  But  if  you  don't  pass  the  test,  what 
you  may  do  to  make  the  plan  pass,  you  may  spend  hours,  and  I 
nave  seen  the  bill  rise  up  to  $2,500  iust  to  make  sure  it  passes  the 
tests,  and  we  don't  want  to  see  that  happen  again. 

For  SEP's,  we  support  the  expansion,  simplicity  in  safe  harbors. 
In  the  SEP's,  we  applaud  the  administration  for  their  efforts. 

In  the  NEST  proposal  and  H.R.  2037,  we  enjoyed  seeing  finally 
somebody  saying,  let's  eliminate  top-heavy.  We  would  like  to  see 
that  expanded  to  eliminate  top-heavy  altogether. 

We  also  like  the  simplified  eligibility  requirements  within  the 
NEST  and  H.R.  2037,  and  there  are  some  companies  that  will,  in 
fact,  use  simplified  employee  pensions  like  the  NEST.  I  think  it  is 
ultimately  those  companies  that  need  these  type  of  plans  and  they 
need  to  be  on  the  table. 

For  highly  compensated,  we  would  like  to  see  as  few  as  steps  as 
possible.  I  want  to  know  who  is  highly  compensated  and  I  want  to 
be  able  to  tell  my  clients  who  is  highly  compensated  in  a  way  that 
they  will  understand  it.  Right  now,  if  I  meet  with  an  employer  to 
try  and  tell  him  what  the  rules  are,  I  will  leave  out  99  percent  of 
the  rules  and  ultimately  when  something  goes  wrong,  that  em- 
ployer is  going  to  look  at  me  and  say,  well,  you  didn't  tell  me  that. 
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I  have  to  say  to  him,  well,  if  I  were  going  to  tell  you  that  and  ev- 
erything else  related  to  that  we  would  sit  down  for  a  week,  maybe 
a  month  and  you  don't  have  the  time. 

Frankly,  I  feel  that  I  am  going  to  get  sued  one  of  these  days  be- 
cause I  am  not  telling  them  what  they  should  know  because  there 
is  not  enough  time  to  do  it  and  there  is  not  enough  interest.  So  we 
need  to  simplify.  We  need  to  repeal  top-heavy  altogether,  and  we 
are  absolutely  in  favor  of  that,  or  at  least  to  tie  it  to  a  threshold. 
But  my  preference  would  be,  along  with  the  chamber's,  to  repeal 
it  altogether. 

Absolutely  repeal  minimum  participation  rules  of  401(a)(26),  and 
amend  the  definition  of  leased  employees.  I  would  like  to  let  you 
know  about  the  leasing  of  employees.  There  is  a  leasing  company 
that  I  know  in  my  neck  of  the  woods  who  has  gone  around  town 
saying,  look,  you  are — if  you  are  one  person  and  an  employee,  you 
may  lease  that  employee.  Now  the  rules  say  you  can't.  I  counseled 
with  my  attorney  on  it  and  he  tells  me  the  following:  That  this 
leasing  company  supplies  the  best  retirement  plan  available,  a  de- 
fined benefit  plan  with  100  percent  of  compensation  formula.  He 
said,  you  know  something?  Ultimately  I  think  they  are  going  to  win 
but  I  can't  guarantee  you  won't  go  to  tax  court. 

So  I  called  up  the  leasing  company  and  they  said  they  would  pay 
the  bill  if  we  went  to  tax  court.  I  said,  God  be  with  you,  go  do.  But 
we  need  clear  rules  on  leasing  and  leasing  companies,  and  I  think 
the  Ways  and  Means'  proposals  do  talk  about  that. 

One  of  the  things  that  is  most  important  to  the  chamber  is  parity 
for  tax-exempts  in  401(k)'s,  and  there  is  no  good  reason  why  tax- 
exempts  should  not  be  allowed  to  participate  in  401(k)'s,  and  I  hope 
that  you  make  that  part  of  what  we  do. 

Code  Section  415(e)  and  full  funding,  we  hear  talk  about — that 
employers  don't  supply  defined  benefit  plans,  the  old  traditional 
benefit  plans  to  employees.  It  is  not  because  of  greed.  It  is  because 
that  nobody  understands  ultimately  what  you  are  supposed  to  have 
as  a  retirement  benefit,  the  amount  of  money  necessary  to  fund  the 
benefit. 

For  full  funding,  we  have  penalties  on  if  we  put  in  too  much  into 
the  plan.  We  have  penalties  if  there  is  too  little  in  the  plan.  We 
have  penalties  if  you  take  out  too  much.  If  you  take  out  too  little, 
there  is  a  penalty.  I  don't  know  where  there  isn't  a  penalty. 

As  you  walk  around  this  maze  of  penalties,  and  if  you  were  to 
sit  down  with  a  prospective  business  owner  to  establish  a  plan  and 
say,  here  are  all  the  penalties,  the  first  thing  that  would  happen 
is,  that  employer  would  say,  forget  me,  I  don't  want  any  part  of  a 
plan. 

So  one  of  the  things  that  we  need  to  do  is  take  away  some  of  the 
penalties  and  quit  knocking  that  employer  for  trying  to  set  up  a  re- 
tirement plan  and  supply  retirement  benefits  for  his  employees. 

Concerning  415(e),  I  don't  know  anybody  except 

Chairwoman  Meyers.  Mr.  Gilbert.  I  would  appreciate  it  if  you 
could  summarize  and  complete  your  testimony. 

Mr.  Gilbert.  Sure. 

I  don't  know  anybody  that  fully  keeps  all  the  records  of  415(e), 
and  I  would  challenge  anybody  in  my  industry  or  on  this  committee 
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to  try  and  find  compensation  records  back  to  1972,  if  you  were  in 
business  then. 

Last,  I  applaud  this  committee  for  taking  this  step.  It  is  the  best 
step  this  industry  and  retirement  plans  have  had  in  over  a  decade 
and  I  applaud  the  committee  for  that. 

Thank  you. 

[Mr.  Gilbert's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  Well,  I  thank  you  very  much,  Mr.  Gilbert, 
and  we  appreciate  your  patience  while  waiting  for  us  to  go  back 
and  forth  to  vote. 

I  would  like  to  ask  just  a  few  questions,  and  then  I  will  defer  to 
Mr.  Bartlett. 

Mr.  Bartlett.  I  have  to  leave  in  a  couple  of  minutes. 

Chairwoman  Meyers.  All  right,  Mr.  Bartlett,  would  you  like  to 
start? 

Mr.  Bartlett.  Thank  you  very  much. 

I  want  to  thank  you.  Madam  Chairwoman,  for  scheduling  this 
meeting.  I  was,  in  another  life,  a  small  business  person.  When  it 
came  to  retirement  plans,  I  decided  to  put  my  money  in  some  rent- 
al units  because  that  was  simpler  and  I  had  control  of  that.  I,  of 
course,  had  to  use  after-tax  dollars  to  do  that  instead  of  before-tax 
dollars.  But  not  to  fear.  The  Government  still  taxes  me  with  the 
income  from  the  property. 

There  seems  to  be  considerable  unanimity  here,  and  what  I 
would  hope — and  going  out  in  the  elevator,  Mr.  LaFalce  and  the 
Chairwoman  and  I  were  talking,  and  you  know  what  would  be  a 
great  solution  to  this  problem  is  just  to  have  you  all  and  others 
who  are  of  like  mind  and  like  concern  and  like  knowledge  to  sit 
down  in  a  room  with  the  administration  and  you  couldn't  come  out 
until  there  was  a  bill  that  everybody  agreed  to. 

Mr.  Gilbert.  I  will  second  that. 

Mr.  Merolll  I  will  third  it. 

Mr.  Bartlett.  Because  we  just  do  not  on  this  committee  have 
the  expertise  to  unravel  all  of  this,  and  we  have  to  count  on  some- 
body else  for  this  kind  of  knowledge. 

I  want  to  applaud  you  for  coming.  Some  of  you,  if  you  got  what 
you  have  asked  for,  would  kind  of  be  putting  yourselves  out  of  busi- 
ness, and  all  the  more  kudos  to  you  for  coming  here  and  rec- 
ommending these  changes  which  will  be  good  for  the  industry,  good 
for  the  country.  We  of  course  in  this  country  save  about  the  third 
the  rate  of  Germany,  about  a  sixth  of  the  rate  of  Japan,  something 
like  that. 

What  you  are  talking  about  here  is  a  whole  lot  more  than  retire- 
ment plans  for  small  businesses.  They  create  new  jobs.  You  are 
talking  about  savings,  about  venture  capital,  about  the  availability 
of  capital  for  new  businesses,  which  would  improve  the  economy, 
create  a  bigger  tax  base,  ultimately  create  bigger,  bigger  revenues. 

What  we  have  got  now  isn't  just  silly;  it  is  dumb.  It  is  counter- 
productive. Thank  you  all  very  much  for  your  testimony.  I  don't 
know  enough  about  it  to  ask  any  intelligent  questions.  I  just  know 
that  you  all  have  the  expertise  and  I  hope  there  will  be  a  mecha- 
nism by  which  we  can  use  that  expertise  so  that  we  get  the  right 
bill  here.  Let's  hope  that  if  we  have  to  come  back  after  Thanks- 
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giving — I  will  vote  to  come  back  after  Thanksgiving  to  pass  this  be- 
cause this  is  obviously  something  that  is  needed. 

I  have  hardly  been  on  a  committee  here  where  there  is  such  una- 
nimity of  agreement,  and  I  suspect  that  the  next  group  of  people 
who  will  be  in  front  of  us  will  say  essentially  the  same  thing. 

Thank  you  very  much  for  yielding  to  me.  I  have  got  to  run.  I 
should  have  gone  4  minutes  ago. 

Chairwoman  Meyers.  Thank  you  very  much  for  being  here,  Mr. 
Bartlett. 

I  think  I  will  defer  to  Mr.  Bentsen  for  questions. 

Mr.  Bentsen.  Thank  you,  Madam  Chair,  and  I  thank  the  panel 
for  being  here. 

Let  me  thank  the  chair  first  of  all  because  I  think  this  is  a  criti- 
cal issue.  The  question  of  savings  is  one  that  this  Nation  is  going 
to  face.  I  have  come  to  believe  that  it  is  a  critical  issue  not  only 
for  the  lack  of  available  capital  for  investment  as  it  affects  our  na- 
tional economy,  but  I  think  also  it  is  a  ticking  time  bomb  as  it  re- 
lates to  the  future  of  the  current  work  force  as  they  move  to  retire- 
ment and  find  that  their  standard  of  living  is  going  to  be  cut  dra- 
matically if  they  have  not  saved,  and  I  think  that  is  something  that 
we  need  to  address.  So  I  think  there  is  both  a  micro  and  a  macro 
aspect  to  this. 

I  would  say  to  my  colleague  you  could  argue,  if  you  wanted  to 
think  in  pure  economic  terms,  that  investing  in  real  estate,  while 
using  after-tax  dollars,  does  contain  some  form  of  a  tax  subsidy,  be- 
cause if  vou  look  at  the  code,  there  are  certain  types  of  subsidies, 
but — ana  that  is  true  throughout  the  code. 

I  appreciate  the  testimony  that  all  of  you  all  have  provided.  I 
have  a  couple  of  questions. 

It  seems  to  me,  the  history  of  pension  plans  and  qualified  pen- 
sion plans  has  come  from  pre-ERISA  to  post-ERISA,  and  I  think 
ERISA  was  watershed  legislation.  I  had  a  relative  who  served  in 
the  Congress  before  who  was  very  involved  with  that  and  I  think 
considered  that  to  be  among  his  greatest  achievements,  and  I  agree 
with  that. 

But  I  think  where  Congress  has  gone  was  trying  to  go  from  a  re- 
tirement system  which  might  have  been  used  in  some  respects  as 
a  form  of  deferred  compensation,  tax  benefit  for  high  compensation, 
to  say  that  you  are  going  to  have  to  make  that  more  equal  for  all 
employees.  We  saw  that  go  forward  not  just  in  retirement  but  in 
benefits  and  where  we  moved  to  the  cafeteria  plan  scheme,  and  I 
think  that  is  why  we  have  ended  up  where  we  have  today. 

So  it  appears  we  have  come  full  circle  now  with  this  legislation, 
or  the  various  proposals  that  we  are  talking  about,  in  trying  to  say 
let's  not  necessarily  penalize  high-compensated  employees  so  long 
as  everybody  is  getting  an  opportunity  at  having  a  pension  plan. 
I  think  that  makes  sense.  I  think  that  makes  sense. 

Whatever  Congress  does  is  never  going  to  be  able  to  legislate 
something  between  high  earners  and  low  earners.  Any  economic  so- 
ciety is  going  to  have  both.  But  what  Congress  can  do  is  say  to  the 
extent  you  are  going  to  benefit  under  the  code,  there  should  be 
some  equity  in  terms  of  participation.  I  think  that  makes  sense. 

Let  me  say,  in  looking  at  some  of  the  provisions,  I  did  have  a 
couple  of  questions.  The  first  witness  had  testified — I  think  had  en- 
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dorsed  the  idea  of  repealing  the  ADP  test  for  401(k)'s,  in  particular 
as  it  related  to  the  maximum  contribution.  I  would  ask  about  that 
because  that  has  been  an  issue,  I  think,  that  has  come  up,  and  I 
actually  have  had  the  experience  of  participating  in  401(k)'s,  and 
if  you  talk  to  your  accountant,  your  accountant  will  tell  you  that 
they  all  put  their  money  in  their  401(k)  at  the  beginning  of  the 
year  because  not  only  do  you  get  the  tax  advantage  as  a  result  of 
it,  but  you  theoretically  earned  the  income  and  that  compounds 
your  tax  advantage  that  you  are  getting. 

There  are  two  questions.  If  you  repeal  the  cap  on  this,  do  we — 
one,  does  it  cost  us  a  lot  of  money  in  terms  of  the  Federal  budget? 
That  should  always  be  a  concern. 

But  two,  are  we  setting  up  possibly  a — or  going  back  to  some 
form  of  a  tax  shelter  for  deferred  compensation?  Because  couldn't 
it  be  argued  that  while  I  think  we  need  to  equalize  and  simplify 
the  plans,  wouldn't  this  be  some  form  of  a  loophole  that  if  you  had 
no  cap  and  you  were  a  high  earner,  say,  you  were — owned  a  ven- 
ture capital  firm  with  25  employees,  your  compensation  last  year 
was  $2.5  million,  which  is  not  unusual  for  some  venture  capitalists, 
and — that  you  could  actually  defer  compensation  by  putting  it  into 
your  401(k),  and  then  in  effect  get — even  though  that  income  would 
be  subsequently  taxed,  you  could  argue  that  if  we  changed  the  cap- 
ital gains  tax  rate  to  a  lower  rate  than  the  marginal  income  tax 
rate — and  I  don't  necessarily  disagree  with  that;  in  fact,  I  think 
there  is  a  better  way  to  do  it  but  that  is  for  another  discussion — 
that,  in  fact,  you  would  not  only  be  deferring  compensation,  but 
you  might  even  be  able  to  defer  compensation  and  get  it  taxed  at 
a  lower  rate  because  of  the  amount  of  growth? 

Ms.  Calimafde.  The  question  is  a  good  one,  and  the  reason  why 
you  were  left  with  the  impression  apparently  I  gave  is  because  you 
don't  spend  all  day  in  these  technical  nitty-gritty  areas.  There  is 
a  401(k)  limit  of  $9,240,  and  I  was  not  saying  I  thought  that 
amount  should  be  changed. 

What  I  was  saying  is,  there  are  tests  to  determine  whether  the 
non-highly  compensated  employees  are  putting  in  too  little  to  jus- 
tify owners  being  able  to  take  $9,240  of  their  own  salary  and  con- 
tribute it  to  the  plan.  The  question  is,  those  tests  are  very  com- 
plicated, so  you  have  to  determine,  are  they  fulfilling  some  soci- 
ety's— a  good  purpose  for  society?  I  think  what  you  are  hearing  is, 
most  people  are  saying,  those  tests  cost  almost  more  than  what  an 
owner  can  put  in  so  they  are  really  counter  productive. 

Now,  the  Ways  and  Means  has  asked  for  a  total — or  calls  for  a 
total  repeal  of  the  401(k)  antidiscrimination  tests,  and  keep  in 
mind  we  are  only  talking  about  the  $9,200  level.  The  Pryor-Hatch 
bill,  which  is  the  same  as  the  Portman-Cardin  bill,  calls  for  two 
safe  harbors,  does  not  call  for  the  total  repeal  of  those  tests.  That 
is  the  same  with  the  administration.  They  call  for  the  establish- 
ment of  voluntary  safe  harbors. 

When  you  think  about  this  for  a  minute,  I  feel  that's  probably 
the  best  way  to  simplify  the  whole  area  is  this  concept  of  voluntary 
safe  harbors.  One  of  the  safe  harbors  says,  if  a  company  puts  3  per- 
cent in  for  all  their  nonhighly  compensated  employees,  then  we  are 
not  going  to  have  any  testing  and  everybody  can  put  in  up  to 
$9,240.  Sort  of  the  cost  of  admission  for  simplification  is  3  percent. 
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You  will  find  many  companies  will  say,  no,  it  is  easier  for  us  to 
keep  all  the  software  programs,  keep  all  the  employee  communica- 
tion materials.  That  is  actually  easier  for  us  than  trying  to  siin- 
plify.  But  here  you  have  given  them  a  choice.  They  can  fall  within 
a  safe  harbor;  they  don't  have  to. 

So  I  think  that  the  voluntary  safe  harbors  are  great  and  will  cer- 
tainly help,  and  I  don't  think  there  is  going  to  be  much  abuse  when 
you  are  dealing  with  a  $9,000  cap.  Besides  which,  you  will  find,  if 
you  talk  to  employees,  they  like  making  401(k)  contributions. 

Mr.  Bentsen.  Let  me  say,  and  perhaps  I  misunderstood  your  tes- 
timony, I  think  we  need  to  continue  to  index  the  cap.  I  am  just  con- 
cerned about  repealing  it  completely  because  I  do  think  that  might 
create  a  loophole  we  don't  want  to  create. 

Ms.  Calimafde.  I  don't  think  there  is  any  proposal  that  calls  for 
repeal.  But  what  I  did  say,  which  may  be  where  you  are  putting 
it  together,  is  I  said  I  thought  the  $150,000  compensation  cap 
should  be  repealed. 

Mr.  Bentsen.  I  am  not  so  sure  I  disagree  with  you  on  that  ei- 
ther. 

Ms.  Calimafde.  But  that  doesn't  lead  you  to  the  $2  million.  That 
leads  you  back  to  the  1992  law  which  was  like  $200,000. 

Mr.  Bentsen.  Right,  I  understand  that.  That  is  at  the  back  end 
rather  than  the  front  end.  I  will  say,  the — and  I  like  the  idea  of 
voluntary  safe  harbor  as  well.  I  think  that  tying  those  together 
makes  sense. 

Ms.  Calimafde.  Yes,  me,  too. 

Mr.  Bentsen.  I  know  my  time  has  run  out.  I  have  other  ques- 
tions if  we  are  going  to  be  here  for  awhile.  I  would  have  one  or  two 
after  the  chair. 

Chairwoman  Meyers.  I  thank  you,  Mr.  Bentsen  I  think  we  have 
two  other  witnesses  that  probably  have  some  time  constraints.  I 
am  going  to  ask  one  question.  Then  we  will  submit  others  in  writ- 
ing, and  I  will  try  not  to  send  you  a  university  exam. 

I  would  like  to  ask  Mr.  Merolli  a  question,  and  maybe  one  or  two 
others  can  comment  on  this,  if  you  would  like  to.  Looking  at  the 
targeted  access  for  small  businesses  provision  in  H.R.  2037,  how 
significant  will  the  proposed  $1,000  tax  credit  be  on  small  busi- 
nesses that  do  not  currently  offer  pension  benefits  to  their  employ- 
ees, and  is  the  $1,000  enough  to  cover  the  cost  of  starting  such  a 
pension  plan?  Is  the  credit  going  to  be  an  incentive? 

Mr.  Merolli.  Madam  Chairwoman,  I  think  it  is  going  to  be  an 
incentive.  For  the  majority  of  the  small  businesses,  since  there  are 
so  few  small  businesses  currently  that  are  in  pension  plans,  I  don't 
think  it  is  enough,  but  then,  you  all  have  to  look  at  revenue  consid- 
erations. 

I  think  it  is  a  tremendous  idea.  It  will  definitely  get  more  small 
businesses  involved.  Plan  administration  costs  can  be  very,  very 
high  because  of  all  these  complexities.  If  we  simplify  the  rules  and 
give  them  a  tax  credit  for  establishing  the  plan,  tnen  that  would 
encourage  new  plan  formations,  since  you  wouldn't  have  to  charge 
as  much  to  administer  the  plan,  and  when  you  don't  have  to  charge 
as  much,  maybe  the  $1,000  credit  would  be  enough  for  starters. 

We  deal  almost  exclusively  with  small  businesses  of  25  lives  or 
less,  the  attorneys,  the  doctors,  the  gas  station  owners,  everyone. 
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I  think  it  would  be  a  tremendous  incentive,  together  with  simplify- 
ing the  rest  of  the  rules. 

Chairwoman  Meyers.  Thank  you,  Mr.  Merolli. 

Ms.  Matthews,  did  you  have  a  comment? 

Ms.  Matthews.  I  would  just  like  to  submit  that  I  agree  with  Mr. 
Merolli.  I  think  that  possibly  the  $1,000  is  not  enough  to  really  and 
truly  be  an  incentive,  and  also,  due  to  the  fact  that  as  I  read  the 
bill,  it  says  the  $1,000  would  apply  only  to  a  company  of  50  or 
fewer  employees  and  that  they  could  have  not  had  another  quali- 
fied plan  for  the  last  2  years. 

Those  are  the  parts  of  it  that  I  would  recommend  that  they  take 
a  look  at  to  see  if  that  wouldn't,  as  Mr.  Gilbert  indicated,  if  we  got 
rid  of  that  we  might  be  able  to  see  some  of  those  plans  who  had 
been  discarded  previous  to  the  simplification,  they  might  come  back 
into  existence. 

Thank  you. 

Chairwoman  Meyers.  Thank  you  very  much. 

I  will  say  that  I  think  that  this  has  been  just  an  outstanding 
panel.  We  will  submit  questions  in  writing,  and  thank  you  very 
much  for  being  here. 

Our  final  panel  consists  of  two  witnesses  from  the  administra- 
tion. First,  we  will  hear  from  Jere  Glover,  Chief  Counsel  for  Advo- 
cacy at  the  Small  Business  Administration. 

We  are  glad  to  have  you  with  us,  Jere. 

Next  to  Mr.  Glover  is  Mark  Iwry;  is  that  right? 

Mr.  Iwry.  Yes. 

All  right.  Mr.  Iwry  is  the  Benefits  Tax  Counsel  to  the  Depart- 
ment of  Treasury. 

Let  me  thank  you  very  much  for  joining  us,  and  I  am  sorry  we 
were  interrupted  with  the  vote.  We  will  start  with  Mr.  Glover. 

TESTIMONY  OF  JERE  W.  GLOVER,  CHIEF  COUNSEL  FOR 
ADVOCACY,  SMALL  BUSINESS  ADMINISTRATION 

Mr.  Glover.  Thank  you  very  much.  Madam  Chairman.  It  is  in- 
deed an  honor  and  privilege  to  be  here  this  morning. 

I  would  like  to  introduce  Jules  Lichtentein,  who  is  the  economist 
who  worked  on  the  economic  study,  who  is  here  in  the  audience, 
as  well  as  Shawne  Carter  and  Russ  Orban,  who  are — Russ  handles 
tax  policy,  and  Sean  is  working  on  pensions  for  the  Office  of  Advo- 
cacy. 

This  is  a  classic  example  of  how  the  Office  of  Advocacy  really 
should  work.  We  conducted  research  in  the  late  1980's  and  early 
1990's  on  the  needs  of  small  business  and  specifically  looked  at  the 
pension  plan  area  and  published  in  the  1993  President's  report  a 
full  chapter.  Much  of  the  data  and  information  that  we  have  about 
the  need  for  pension  plans  and  for  simplification  came  fi*om  those 
studies. 

Once  we  conducted  those  studies,  we  provided  copies  of  that  to 
the  White  House,  0MB,  the  Council  of  Economic  Advisors,  the  Na- 
tional Economic  Council.  We  did  include  the  chapter  for  the  Presi- 
dent's consideration,  which  was  in  fact  published  in  the  book,  "The 
State  of  Small  Business."  The  focus,  again,  to  raise  the  visibility  of 
this  specific  issue. 
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In  addition,  after  becoming  Chief  Counsel,  recognizing  the  impor- 
tance of  this  issue,  I  called  together  all  of  the  small  business  ex- 
perts that  I  could  find  to  talk  about  pensions  and  see  what  consen- 
sus there  was.  Several  of  the  witnesses  which  you  have  had  testify 
today  came  in  and  we  looked  at  those  issues.  We  did  those  for  a 
couple  of  reasons:  One,  we  wanted  to  focus  and  see  where  there 
was  consensus.  But  second,  the  White  House  Conference  rec- 
ommendations at  that  stage  coming  out  of  the  States  were  kind  of 
ignoring  the  pension  issue  as  they  prepared  for  the  national  con- 
ference. We  hoped  that  they  would  be  able  to  focus  more  on  that. 
So  we  did  work  with  that. 

The  National  Economic  Council  headed  up  a  task  force  of  Gov- 
ernment officials  and  was  working  on  the  pension  area.  They 
brought  the  small  business  groups  in  to  talk  to  them  to  help  under- 
stand what  they  needed  and  what  made  sense  from  a  plan  point 
of  view. 

The  delegates  to  the  White  House  Conference  got  together  and 
I  think  probably  spoke  better  and  louder  and  clearer  on  this  issue 
than  they  have  before  and  came  up  with  recommendations  that  are 
parroted  or  reflected  in  the  legislation  that  is  pending.  I  think  that 
the  Small  Business  Committee  now  is  focusing  on  this  and  making 
its  recommendations. 

If  there  is  a  classic  example  of  how  small  business  issues  and 
concerns  should  be  addressed,  I  think  this  is  one  of  those  situa- 
tions, and  I  certainly  hope  that  the  story  ending  is  as  good  as  the 
beginning  because  I  think  we  are  off  to  a  great  start. 

Pension  reform  and  simplification  is  especially  interesting  and 
important  today  because  of  things  that  are  happening  demographi- 
cally.  First,  the  growth  in  the  labor  force  is  declining.  Second,  our 
labor  force  is  getting  older.  Third,  there  is  a  shortage  of  good,  quali- 
fied employees  in  much  of  the  country  already  and  that  is  going  to 
continue  and  worsen  in  the  future  years.  We  are  projecting  in  the 
next  10  years,  3  million  new  small  business  self-employed  individ- 
uals being  added  to  the  already  8  million  that  are  already  out 
there.  We  are  seeing  a  very  rapid  growth  in  the  number  of  new 
businesses  starting,  and  in  the  importance  of  the  small  firms  in  the 
growth  of  the  economy. 

Taken  together,  we  think  small  business  is  going  to  be  competing 
for  the  good,  qualified  employees  and  they  are  going  to  be  compet- 
ing against  Government  and  large  firms  that  have  much  better 
pension  plans,  so  they  are  going  to  need  to  have  a  variety  of  pen- 
sion plan  options  before  them  so  that  they  can  look  to  see  which 
ones  fit  their  particular  need  at  their  particular  stage. 

Now,  I  am  not  a  pension  expert,  but  as  a  small  business  owner, 
I  was  faced  with  many  of  these  problems.  I  had  the  joy  of  opening 
a  pension  plan  and  the  joy  of  shutting  it  down  when,  like  two- 
thirds  of  the  other  small  business  people  we  surveyed  who  reached 
the  same  conclusion — that  the  administrative  and  regulatory  costs 
were  too  high,  so  we  shut  that  down. 

I  had  to  hire  away  a  key  employee  from  a  large  firm  because  of 
the  particular  skills  he  had  and  we  had  to  create  a  special  pension 
plan  to  meet  his  specific  needs.  So  we  have  seen  pension  plans 
come  and  go  from  a  businessperson. 
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We  look  at  it,  and  I  can  tell  you  what  small  businesses  generally 
look  for  in  a  pension  plan — and  I  am  speaking  now  as  the  pur- 
chaser of  the  pension  plan,  not  as  the  plan  administrator  or  the  ex- 
pert on  the  plan — first,  we  need  to  keep  it  simple.  I  mean,  it  needs 
to  be  as  simple  as  it  possibly  can,  with  few  variables. 

The  second  thing  we  need  is  to  let  somebody  else  do  it.  One  of 
the  nice  things  about  the  NEST  Program  the  administration  has 
come  up  with,  is  other  people  do  all  the  paperwork.  You  simply  set 
it  up,  put  money  in  it.  Then  you  ignore  it,  meet  the  minimum  re- 
quirements, then  you  ignore  it  the  rest  of  the  time. 

Third,  we  need  to  reward  the  employer.  There  has  to  be  an  in- 
centive for  the  employer  as  well  so  they  get  something  out  of  it,  be- 
cause there  will  be  cases  when  you  want  to  do  it  for  the  employee 
hiring  reason,  but  there  will  also  be  reasons  when  you  want  to 
have  your  own  plan.  Finally,  we  need  plans  that  are  flexible,  that 
allow  you  from  year  to  year,  as  your  business  changes,  to  decide 
whether  to  be  in  the  plan  or  not. 

I  looked  at  the  NEST  proposal  and  the  reason  that  I  am  focusing 
on  that  is  because  I  think  there  is  a  great  consensus  and  the  Office 
of  Advocacy  is  very  comfortable  with  the  proposals  that  are  out 
there  in  many  of  the  other  areas,  but  I  wanted  to  focus  on  the  very 
small,  the  under  25  employee  groups  which  I  think  have  trouble 
thinking  about  some  of  the  other  plans;  they  have  looked  at  it  in 
the  past  and  kind  of  ignored  it.  So  a  fresh  look  at  something  new 
and  different  probably  opens  their  eyes  a  bit  more. 

Primarily,  we  found  these  small  businesses  don't  have  pension 
plans.  Today,  less  than  13  percent  of  the  firms  with  under  25  em- 
ployees have  pension  plans.  I  am  certainly  not  saying  that  the 
NEST  is  the  only  option  or  should  be  the  only  option  for  small  busi- 
ness, but  I  think  it  is  one  of  the  options  that  should  be  made  avail- 
able. 

Again,  I  would  like  to  thank  the  Members  of  the  committee  for 
taking  up  this  important  issue,  and  especially  Madam  Chairman. 
All  the  proposals  which  are  under  consideration  today  contain  sig- 
nificant elements  of  the  White  House  Conference  recommendations, 
and  I  want  to  say  that  the  delegates  will  be  indeed  pleased  that 
the  Congress  and  the  administration  have  taken  their  issues  and 
they  are  looking  at  them  and  spending  time  on  them. 

Thank  you. 

[Mr.  Glover's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  Thank  you  very  much,  Mr.  Glover.  We  ap- 
preciate the  work  that  you  have  done  to  encourage  interest  in  this 
subject.  I  know  the  small  business  community  gets  discouraged  be- 
cause there  has  been  legislative  activity  on  this  topic  during  the 
last  2  years  which  came  to  naught.  I  am  hoping  that  this  commit- 
tee can  make  a  very  strong  recommendation  and  send  it  on  to  the 
Ways  and  Means  Committee  so  that  we  can  have  some  action  this 
year,  or  certainly  early  next  year.  While  all  elements  are  so  much 
in  agreement  that  something  needs  to  be  done,  I  think  we  need  to 
strike  while  the  iron  is  hot  here. 

Chairwoman  Meyers.  Mr.  Iwry. 
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TESTIMONY  OF  J.  MARK  IWRY,  BENEFITS  TAX  COUNSEL, 
DEPARTMENT  OF  THE  TREASURY 

Mr.  IWRY.  Madam  Chair,  thank  you. 

Distinguished  members  of  the  committee,  I  am  pleased  to  be  here 
today  to  present  the  views  of  the  administration  on  pension  reform 
and  simplification  as  it  pertains  to  small  business.  This  is  an  ex- 
tremely important  issue  and  we  hope  Congress  will  act  on  it  this 
year,  as  you  suggest. 

My  oral  statement  will  be  focused  on  the  administration's  pen- 
sion simplification  proposal.  The  comments  that  the  committee  has 
requested  on  other  proposals  are  contained  in  my  written  testi- 
mony, which  I  would  like  to  submit  for  the  record. 

The  President  announced  the  administration's  pension  simplifica- 
tion proposal  at  the  White  House  Conference  on  Small  Business  on 
June  12th.  While  the  administration's  package  contains  significant 
elements  that  will  simplify  pensions  for  employers  of  all  sizes, 
much  of  the  proposal  is  focused  directly  on  small  business,  as  you 
know. 

Our  principal  goal  in  advancing  this  proposal  was  to  initiate  a 
bipartisan  effort  this  year  to  enact  legislation  that  both  simplifies 
the  pension  system  and  expands  coverage  for  employees  in  particu- 
lar of  small  businesses. 

We  were,  therefore,  very  pleased  when,  within  a  short  time,  Sen- 
ators Pryor  and  Hatch  and  then  Representatives  Portman  and 
Cardin  introduced  H.R.  2037.  The  administration's  proposal,  H.R. 
2037,  and  the  simplification  bill  passed  last  year  by  the  House, 
H.R.  3419,  have  many  provisions  in  common.  Of  the  differences, 
most  are  minor  or  technical,  although  a  few  are  more  substantive. 

We  believe,  as  you  do,  that  there  is  now  a  special  opportunity  to 
simplify  pensions  and  to  expand  significantly  the  number  of  work- 
ers in  small  businesses  who  are  covered  by  retirement  plans.  The 
committee's  focus  on  this  issue  is  most  timely. 

In  the  21  years  since  Congress  passed  ERISA,  the  pension  laws 
have  grown  extremely  complex,  as  a  number  of  the  other  witnesses 
have  noted.  While  each  individual  provision  generally  has  had  an 
important  objective,  the  cumulative  effect  has  been  to  raise  compli- 
ance and  administrative  costs.  This  is  one  reason  why  many  small 
employers  believe  they  cannot  offer  retirement  plans  for  their  em- 
ployees and  it  is  why  the  administration  has  put  forward  its  pro- 
posal. 

The  law  currently  includes  a  number  of  rules  that  are  no  longer 
necessary  to  achieve  policy  objectives,  and  simplification  of  the  cur- 
rent law  will  encourage  more  employers,  small  and  large,  to  con- 
tribute to  their  employees'  retirement. 

We  think  simplification  can  result  in  more  dollars  being  spent  on 
benefits  and  less  on  administrative  and  compliance  costs.  But  it 
should  also  expand  pension  coverage,  especially  in  small  businesses 
and  among  average  and  lower-paid  employees  who  might  not  other- 
wise save  for  retirement. 

The  administration  strongly  believes  that  pension  simplification 
should  be  paid  for,  that  appropriate  revenue  offsets  have  to  be  pro- 
vided for  simplification  proposals  to  the  extent  that  they  lose  reve- 
nue. Accordingly,  our  proposal  has  been  designed  to  achieve  pen- 
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sion  simplification  and  expanded  coverage  in  a  manner  that  will  be 
affordable  and  cost  effective. 

In  developing  the  proposal,  we  have  consulted  with  numerous 
outside  groups,  including  representatives  of  small  business,  and  I 
would  like  to  take  this  opportunity  to  say,  we  would  enthusiasti- 
cally accept  Mr.  Bartlett's  suggestion  that  all  of  the  interested  and 
expert  groups  get  together  witn  the  administration  in  a  room  and 
work  out  a  common  approach  to  pension  simplification.  I  think  we 
are  almost  there. 

The  similarities  of  these  proposals  far  outweigh  the  differences. 
As  you  have  indicated,  Madam  Chair,  it  is  very  encouraging  now 
that  there  is  such  momentum,  as  evidenced  by,  among  other 
things,  your  holding  this  hearing  and  the  wonderful  turnout  that 
you  nave  had  at  this  hearing. 

The  administration's  proposal,  which  includes  administrative  ini- 
tiatives, in  addition  to  legislative  proposals,  is  described  in  the  Na- 
tional Performance  Review  booklet,  "Simplifying  Pensions,"  which 
is  attached  to  my  written  testimony.  More  detailed  specifications 
for  the  legislative  components  of  the  proposals  will  be  transmitted 
to  Congress  very  shortly. 

Our  most  important  proposal  for  small  business  is  the  creation 
of  a  new,  very  simple  retirement  plan  for  employers  with  100  or 
fewer  employees.  We  have  called  this  new  plan  the  National  Em- 
ployees Savings  Trust,  or  the  NEST,  and  it  is  designed  basically  to 
reduce  the  cost  and  complexity  that  small  businesses  face  under  ex- 
isting retirement  plan  rules. 

The  NEST  is  designed  essentially  as  a  starter  plan,  a  straight- 
forward program  that  substitutes  simple  coverage  rules  and  dollar 
limitations  for  virtually  the  entire  panoply  of  complex  testing  and 
reporting  requirements  that  are  designed  to  ensure  coverage  and 
compliance  in  larger  plans  that  permit  higher  levels  of  contribu- 
tions. It  provides  a  vehicle  for  businesses  that  have  not  found  exist- 
ing plans  to  be  simple  enough. 

Let  me  summarize,  if  I  may,  a  few  of  the  key  features  of  this 
NEST  proposal,  some  of  which  are  noted  in  the  chart  that  is  before 
you. 

NEST's  would  not  be  subject  to  the  top-heavy  rules  that  have 
been  discussed  earlier  today.  They  would  not  be  subject  to  the  non- 
discrimination rules.  Instead,  the  NEST  would  simplv  be  required 
to  satisfy  one  of  two  alternative  design-based  safe  harbors.  The  em- 
ployer would  choose  which  of  those  two  safe  harbors  it  wanted  to 
use  for  its  contributions. 

i  ynder  the  first  safe  harbor,  the  employer  would  make  a  3  per- 
centi*!^€mployer  contribution  for  each  eligible  employee  and  could 
allow  the  employees  to  make  pretax  elective  contributions  of  up  to 
$5,000  per  year.  That  $5,000  amount  would  be  indexed  for  cost-of- 
living.  Under  the  second  safe  harbor  which  is  similar  to  the  Fed- 
eral Thrift  Savings  Plan,  the  employer  would  make  a  contribution 
of  1  percent  of  pay  for  all  the  employees  who  are  eligible.  The  em- 
ployer would  allow  the  employees  to  make  elective  contributions  of 
up  to  $5,000  a  year,  which  would  be  indexed  for  inflation  and 
would  provide  100  percent  matching  contribution  on  the  employees' 
contributions,  up  to  3  percent  of  pay,  and  a  50  to  100  percent 
matching  contribution  on  the  next  2  percent  of  employee  contribu- 
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tions.  A  NEST  sponsor  could  also  make  discretionary  nonmatching 
employer  contributions,  which  would  bring  the  total  of 
nonmatching  employer  contributions  up  to  5  percent  of  pay. 

If  an  owner  provided  the  maximum  possible  amounts  under  the 
NEST  for  the  employees,  the  owner  could  receive  a  total  contribu- 
tion for  the  year  of  $17,500.  An  employee  who  reached  age  21  could 
participate  in  a  NEST  only  if  the  employee  received  at  least  $5,000 
of  W2  compensation  from  the  employer  for  two  consecutive  years. 
Employers  would  therefore  under  this  rule  not  have  to  count  hours 
of  service  the  way  they  do  under  qualified  plans. 

The  NEST  would  operate  through  IRA's  for  employees,  which 
means  that  the  small  employer  would  have  no  responsibility  for  de- 
ciding how  the  funds  would  be  invested  or  for  selecting  investment 
options  to  offer  to  employees. 

The  contributions  to  these  NEST  IRA's,  like  contributions  to 
IRA's  generally,  would  always  be  100  percent  vested.  But  to  keep 
the  employee  from  withdrawing  immediately  the  monies  that  are 
intended  for  retirement,  these  contributions  would  only  be  avail- 
able after  2  years. 

To  simplify  plan  administration  for  employers,  an  employer  could 
choose  a  single  financial  organization  to  receive  all  NEST  contribu- 
tions and  participants  would  have  to  be  notified  that  their  con- 
tributions could  be  transferred  out  of  this  single  institution  selected^ 
by  the  employer  if  the  participants  decided  to  do  that  on  their  own. 
They  would  have  the  right  to  do  that.  This  should  also  encourage 
financial  organizations  to  market  the  NEST. 

An  employer  maintaining  a  NEST  would  not  be  subject  to  any 
reporting  requirements,  such  as  Form  5500  filings  or  tnat  sort  of 
thing,  or  lengthy  plan  documents,  applications  for  IRS  determina- 
tion letters,  and  so  on.  The  NEST  trustee  or  custodian  would  be  re- 
quired to  report  the  NEST  contributions  on  Form  5498,  which  is 
the  same  form  used  for  IRA  contribution  reporting. 

One  might  say,  Madam  Chair,  that  what  all  this  amounts  to,  in 
essence,  is  getting  rid  of  that  18-inch  stack  of  paper  that  you  re- 
ferred to  earlier. 

Another  key  proposal  for  small  business  in  the  administration's 
package  is  the  simplification  of  the  highly  compensated  employee 
definition,  including  repeal  of  the  family  aggregation  rules.  We  pro- 
pose replacing  the  current  seven-part  definition  of  highly  com- 
pensated employee  with  a  dramatically  simpler  two-part  test  in 
which  an  employee  would  be  highly  compensated  only  if  the  person 
owned  more  than  5  percent  of  the  employer  or  had  compensation 
from  the  employer  of  more  than  $80,000.  That  is  it. 

The  family  aggregation  rules  greatly  complicated  application  of 
the  nondiscrimination  tests,  especially  for  small  businesses  which 
are  often  family  owned  or  operated  and  may  unfairly  reduce  retire- 
ment benefits  for  family  members  who  are  not  highly  compensated 
employees.  So  we  propose  to  get  rid  of  them. 

The  administration  has  also  proposed  design-based  safe  harbors 
that  would  allow  an  employer  to  avoid  all  nondiscrimination  test- 
ing in  a  401(k)  plan. 

Chairwoman  MEYERS.  Mr.  Iwry,  if  you  could  summarize,  I  think 
that  we  are  going  to  have  to  vote  and  then  Mr.  Bentsen  and  I  will 
return  probably  just  for  a  question  or  two.  There  may  be  other 
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Members  who  will  also  come  back.  So  if  you  could  summarize  and 
finish,  we  will  go  vote. 

Mr.  IWRY.  I  would  be  happy  to  do  that. 

We  have  a  number  of  other  significant  proposals,  including 
401(k)  design-based  safe  harbors,  elimination  of  the  minimum  par- 
ticipation rule  for  defined  contribution  plans,  and  various  other 
provisions  to  simplify  for  small  business.  As  indicated,  we  are  very 
pleased  with  the  introduction  of  the  legislation  that  Mr.  Portman 
and  Cardin  have  introduced.  We  very  much  look  forward  to  con- 
tinuing to  work  with  them,  with  this  committee,  with  other  inter- 
ested Members  and  with  Ways  and  Means  on  a  bipartisan  basis  to 
achieve  our  common  objectives. 

[Mr.  Iwry's  statement  may  be  found  in  the  appendix.! 

Chairwoman  Meyers.  I  thank  you  very  much,  Mr.  I  wry,  and  I 
am  sorry  that  we  have  to  run  out  on  you  again.  We  will  be  back. 

Mr.  IWRY.  Thank  you.  Madam  Chairman. 

[Recess.] 

Chairwoman  Meyers.  I  will  defer  the  first  question  to  Mr.  Bent- 
sen. 

Mr.  Bentsen.  Thank  you.  Madam  Chair.  I  appreciate  that  be- 
cause I  need  to  run  to  my  office,  but  I  did  want  to  talk  to  you  all 
with  a  couple  of  questions. 

Again,  I  will  reiterate  to  this  panel,  I  think  this  is  a  terribly  im- 
portant issue.  The  chair  and  I  were  speaking  on  our  way  to  this 
vote,  which  ironically  was  to  defer  COLA's  for  Members  of  Con- 
gress when  we  are  talking  about  savings  for  the  American  public. 
The  legislation  is  so  terribly  close,  and  I  think  that  is  good. 

I  think  that  we  are  moving  in  the  right  direction.  I  also  men- 
tioned that  Franco  Madigleany  at  MIT  had  studied  the  levels  of 
savings,  and  in  fact  I  think  received  his  Nobel  prize  as  a  result  of 
his  studies  on  savings,  and  really  found  that  it  wasn't  so  much  a 
result  of  tax  benefits  as  it  was  consumption  patterns  over  the  pe- 
riod of  a  person's  life.  I  think  that  may  well  be  true,  and  in  fact 
I  am  sure  some  economists  at  some  university  somewhere  has  stud- 
ied this  issue,  that  the  same  could  be  said  for  small  businesses  or 
businesses  in  general,  that  setting  up  a  pension  program  is — di- 
rectly correlates  to  the  hassle  involved  in  doing  it. 

I  think  that  we  have  dealt  with  the  problems  pre-ERISA.  We 
have  seen  problems  complicate  post-ERISA  that  now  we  are  trying 
to  resolve  by  going  to  some  blanket  approach  and  I  think  that 
makes  sense. 

Your  NEST  Program,  from  what  I  can  tell,  makes  imminent 
sense,  and  in  fact,  if  you  look  at  it,  if  I  understand  it  correctly,  that 
an  employee  could  receive  a  benefit  of  $17,500  a  year,  which  would 
put  you  above  what  the  current  401(k),  although  I  imagine  once 
you  figured  in  profit-sharing  and  everything  else,  it  runs  along 
about  the  same,  maximum  contribution  to  retirement.  What  I 
would  like  to  ask  you  with  respect  to — let  me  say  also  on  NEST's 
or  let  me  ask  you  a  couple  questions  about  it.  Maybe  that  will  get 
to  where  I  am  trying  to  go. 

With  the  NEST,  we  are  going  to  say — we  would  say,  we  are  going 
to  sort  of  privatize  the  pension  program.  In  effect,  we  are  going  to 
let  private  businesses  privatize  by  saying,  you  are  just  going  to  con- 
tribute to  an  IRA  that  you  are  going  to  buy  from  the  market  from 
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a  mutual  fund  company  or  wherever,  discount  brokerage  or  from  a 
street  firm  or  whatever. 

The  mutual  fund  will  send  you  your  1099  report.  They  will  send 
the  1099  form  to  the  employee  and  they  will  send  the  one  to  the 
service  and  they  will  send  one  to  the  employer  presumably.  The 
employer  then  under  this  would  only  be  filing  W2's.  Would  they 
not — they  would  not  need  to  file  any  additional  reports  like  they  do 
under  an  employee-sponsored  plan? 

Mr.  IWRY.  That  is  right,  Mr.  Bentsen.  The  whole  thrust  of  this 
is  to  minimize  the  administrative  hassles  for  the  employer,  to  mini- 
mize the  amount  of  employer  reporting.  The  employer  would  not 
have  to  file  the  Form  5500  annual  report  that  a  qualified  plan  re- 
quires. 

The  vendor  who  would  obviously  be  doing  this,  presumably  on  a 
large  scale  and  would  enjoy  economies  of  scale,  would  be  filing  the 
same  kind  of  reports  on  Form  5498  that  apply  to  IRA's  that  show 
the  amount  that  was  contributed,  and  that  would  go  to  the  IRS  and 
to  the  employee. 

Mr.  Bentsen.  Would  income  rules  apply  as — well,  under  the  cur- 
rent code  and  even  under  proposed  changes  in  the  code  by  this 
Congress,  there  are  income  levels  set  as  to  what  is  deductible 
under  your  1040  for  IRA  contributions.  Under  the  NEST  where  you 
are  using  the  IRA  model,  like  a  401(k),  would  that — ^for  the  em- 
ployee, would  that  be  treated  as  pretax  earnings  and  therefore  not 
subject  to  tax  regardless  of  income  level? 

Mr.  IwRY.  I  think  the  answer  to  that  is  yes.  The  way  it  would 
work  is  that  the  NEST  would  not  be  subject  to  the  restrictions  on 
IRA's  generally  that  phaseout  the  ability  to  have  a  deductible  IRA 
if  one's  income  is  above  a  certain  threshold.  Those  rules  would  not 
apply  to  the  NEST.  The  NEST  would  in  this  sense  resemble  a 
401(k)  plan  or  any  defined  contribution  qualified  plan  in  that  you 
would  be  able  to  make  contributions  as  much  as  or  up  to  $17,500 
at  the  maximum  without  any  regard  to  the  income. 

Mr.  Bentsen.  Excuse  me,  but  it  would  have  to  be  through  a  sub- 
chapter S  corporation. 

Mr.  IWRY.  No.  Any  small  business,  any  employer,  a  sole  propri- 
etor, a  small  incorporated  organization,  sub  S,  self-employed,  or 
partner.  Any  small  business  would  be  able  to  sponsor  a  NEST  and 
these  would  be  deductible  contributions.  The  normal  deduction  lim- 
its for  qualified  plans  would  not  apply  here.  The  15  percent  of  pay- 
roll deduction  limit  for  a  profit-sharing  plan,  for  example,  would  be 
eliminated,  along  with  so  many  of  the  other  rules. 

Mr.  Bentsen.  Let  me  ask  you  this,  and  I  don't  know  the  rules 
related  to  spousal  benefits  under  qualified  benefits  plans.  I  don't 
know  if  there  is  such  a  thing,  but — and  maybe  you  can  answer  that 
for  me.  I  don't  know  whether  a  company  currently  can  provide  with 
a  401(k)  any  sort  of  benefit  deduction  for  a  spouse,  or  is  that — my 
gut  tells  me  that  that  relates  just  to  the  employee  and  any  spouse 
or  other  acts  as  an  heir  under  the  code. 

Mr.  IwRY.  Under  a  401(k),  in  a  sense  the  employee  and  the 
spouse  are  a  unit  so  that  it  is  the  employee  who  would  get  the  de- 
duction. Obviously,  if  they  file  a  joint  return,  then  they  both  bene- 
fit. 
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Mr.  Bentsen.  So  otherwise  we  wouldn't  be  addressing  the 
spouse 

Mr.  IWRY.  There  is  no  special  spousal  issue,  yes. 

Mr.  Bentsen.  Let  me  ask  you  this. 

Mr.  IwRY.  Of  course,  the  spouse  could  also  be  an  employee. 

Mr.  Bentsen.  Yes.  That  would  be  different.  I  understand.  You 
talked  about  the  2-year  rule  on  withdrawal  subject  to  the  excise  tax 
under  this  proposal. 

Mr.  IWRY.  Yes. 

Mr.  Bentsen.  I  know  we  had  one  of  the  previous  panel  testify 
that  they  felt  that  was  too  liberal,  that  some  might  just  see  that 
as  compensation  and  even  if  it  is  taxed  at  a  10  percent  higher  mar- 
ginal rate.  How  is  that  compared  to  current  401(k)  and  profit-shar- 
ing plans? 

I  am  not  sure  that  you  can  withdraw  from  those  plans.  I  think 
you  can  borrow  from  those  plans,  and  would  it  make  sense  perhaps 
to — I  might  be  accused  of  making  this  more  complicated  than  it 
needs  to  be,  but  would  it  make  sense  maybe  to  tie  those  rules  for 
the  NEST  to  what — the  current  401(k)  if  perhaps  the  2-year  rule 
is  too  liberal,  or  just  tie  it  to  the  employer  contribution  portion? 

Mr.  IWRY.  That  is  a  very  good  question.  In  a  sense,  that  is  where 
we  started  also  many  months  ago  in  trying  to  develop  the  NEST 
and  think  through  how  it  would  fit  and  be  positioned  relative  to 
401(k)  plans  and  IRA's,  and  in  a  sense  it  is  intended  to  be  a  kind 
of  happy  marriage  between  the  401(k)  and  the  IRA  vehicles. 

We  thought  about  the  best  way  to  deal  with  the  SEP  problem 
that  you  refer  to,  of  people  being  able  to  take  the  contribution  right 
out  of  the  SEP  as  soon  as  it  has  been  contributed,  to  the  distress 
of  many  employers.  The  best  way  to  deal  with  that,  we  thought, 
was  to  have  some  reasonable  withdrawal  restrictions  that  were  in- 
expensive, simple  for  the  employer  to  deal  with,  and  simple  for  the 
financial  organization  to  deal  with  as  well. 

We  started  with  the  401(k)  restrictions.  Those  are  essentially 
that  the  pretax  contributions  cannot  be  distributed  prior  to  age 
59V2  or  termination  of  employment,  unless  there  is  death,  disabil- 
ity or  a  financial  hardship.  The  financial  hardship  provisions  re- 
quire some  real  administrative  exercises  on  the  part  of  the  em- 
ployer. 

We  considered  putting  that  in  here  and  after  lots  of  reflection  on 
this,  concluded  that  this  is  a  difficult  balancing  act. 

We  did  address  the  problem  of  immediate  withdrawability  that 
has  hampered  SEP's  and  SARSEP's  through  this  2-year  holding  pe- 
riod. It  was  intended  and  crafted  to  balance  this  limitation  on  the 
immediate  access  to  the  retirement  savings  against  the  need  to 
deal  adequately  with  hardships,  while  still  promoting  the  simplicity 
in  plan  administration  to  avoid  that  18  inch  stack  of  papers  and 
the  time  and  effort  and  distraction  of  the  small  business  person 
that  goes  with  it. 

The  2  years  is  a  pretty  easy  to  administer  rule  and  it  is  intended 
to  be  long  enough  to  alleviate  these  problems  that  are  associated 
with  immediate  withdrawability,  but  short  enough  to  avoid  discour- 
aging the  lower  paid  people  from  putting  their  money  in  the  first 
place. 
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Chairwoman  Meyers.  Would  the  gentleman  yield  for  just  a 
minute? 

Mr.  Bentsen.  Sure. 

Chairwoman  Meyers.  Was  there  any  consideration  given — I 
mean,  it  is  a  little  harsher  of  a  remedy — but  was  there  any  consid- 
eration given  to  a  higher  penalty  for  withdrawal? 

Mr.  IWRY.  Yes,  there  was.  We  weighed  that  against  these  other 
alternatives.  Our  concern  was  that  if  we  took  the  10  percent  pen- 
alty that  now  applies  to  IRA's  and  we  increased  it,  there  would  be 
a  greater  burden  placed  on  employees  who  are  making  withdrawals 
for  legitimate  hardship  reasons.  That  is  the  downside. 

It  could  discourage  lower  paid  and  even  average  employees  from 
contributing  to  the  plan  in  the  first  place  because  of  their  view  of 
the  penalty  as  being  prohibitive;  if  they  really  needed  to  get  the 
money  out,  could  they  get  it  out. 

As  you  know,  that  is  a  question  people  ask  pretty  typically  in  de- 
ciding whether  to  save  in  the  first  place.  That  is  what  concerned 
us.  Like  you,  we  did  weigh  that  one. 

So  on  balance,  our  sense  was  that  2  years  is  a  reasonable  place 
to  try  to  strike  a  balance  because  the  longer  you  go,  the  higher  the 
cost  of  administering.  If  you  had  money  in  there,  for  example,  for 
10  years,  you  have  got  to  account  for  the  money  to  know  how  much 
9-year  money  you  have,  how  much  8-year  money  you  have,  et 
cetera,  so  you  have  potentially  11  buckets  as  they  say,  administra- 
tive accounts.  Two  years  involves  three  buckets. 

We  consulted  a  lot  with  vendors,  potential  vendors  who  were 
quite  enthusiastic  about  the  NEST  and  they  told  us,  this  is  prob- 
ably a  reasonable  place  to  cut  it. 

Mr.  Bentsen.  I  will  just  finish  with  this.  I  agree. 

Bifurcating  the  amounts  would  be  terribly  difficult  and  then  you 
question  what — do  you  count  earnings,  et  cetera,  but  who — would 
this  2-year  time  limit — let  me  say  also,  10  percent  over  a  2-year  pe- 
riod, if  I  am  doing  this  correctly,  probably  assumes  a  5  percent  an- 
nual rate  of  return  and  that  is  not  unreasonable  when  you  consider 
that  is  on  top  of  the  marginal  rate  that  you  have  to  pay  if  you  with- 
draw the  funds,  but  who  would  administer  this  2-year  rule? 

Would  it  go  back  to  the  vendor  that  they  would  be — because  they 
are  required  to  report  to  the  service  anyway,  so  it  would  be  the 
vendor  who  would  do  it  so  the  employer  really  doesn't  share  any 
burden  and  hopefully  would  not  share  any  liability  as  a  result  of 
that. 

Mr.  IWRY.  That  is  right.  To  minimize  the  burden  on  the  em- 
ployer, the  idea  is  that  the  vendor  would  keep  track  of  this,  and 
our  sense  was  that  after  people  have  money  in  there  for  a  couple 
of  years  and  they  have  seen  it  accumulate  tax  free  and  gotten  regu- 
lar statements  from  the  vendors  showing  them  how  their  account 
balance  is  growing  tax  free,  is  that  they  tend — these  vendors  tell 
us  this,  they  tend  to  leave  the  money  in.  Once  it  has  been  there 
for  a  while,  they  tend  to  leave  it  in  for  the  longer  term.  That  is  our 
hope  with  this,  that  it  will  in  fact  be  retirement  savings  for  most 
people. 

Mr.  Bentsen.  Thank  you.  Madam  Chair.  Thank  you. 

Chairwoman  Meyers.  Thank  you,  Mr.  Bentsen. 
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I  have  just  a  couple  of  questions.  You  may  have  answered  this 
already,  but  in  policing  this  plan,  since  the  employer  is  largely  out 
of  the  picture,  is  the  employee  the  one  who  enforces  the  contribu- 
tion limits? 

Mr.  IWRY.  The  employee  would  be  one  of  the  factors  that  we 
would  expect  to  help  enforce  compliance,  but  only  one.  There  would 
really  be  a  threefold  approach  to  this. 

Under  these  NEST  rules,  the  financial  organization  would  have 
to  report,  as  we  were  discussing  earlier,  both  to  the  Internal  Reve- 
nue Service  and  to  the  employee  the  amount  that  was  contributed. 
The  annual  reporting  of  contributions  is  not  required  for  SEFs. 

So  this  is  a  major  difference  between  the  NEST  and  the  compli- 
ance situation  that  obtains  in  the  SEP's  and  SARSEP's  where  we 
hear  and  I  think  everyone  hears,  at  least  anecdotally,  that  there 
are  some  compliance  problems. 

This  is  a  very  significant  difference  that  enables  the  employee  to 
then  do  some  of  the  self-policing  by  looking  at  the  report,  looking 
at  their  account  balance,  and  seeing  whether  they  are  getting  what 
they  should. 

Chairwoman  Meyers.  What  recourse  would  they  have,  who 
would  they  turn  to? 

Mr.  IWRY.  Well,  ultimately  the  Internal  Revenue  Service  would 
have  the  ability  to  go  ahead  and  audit  the  plan,  and — as  in  the 
case  of  qualified  plans — that  is  in  effect  the  ultimate  form  of  en- 
forcement, and  the  IRS,  since  they  would  be  getting  these  reports 
on  Form  5498  of  the  contributions  that  were  made,  as  well  as  being 
able  to  potentially  look  at  the  W2's  that  the  employer  issued  for  the 
employees 

Chairwoman  MEYERS.  I  think  we  all  recognize  that  there  is  al- 
ways a  potential  for  abuse  in  any  plan  that  is  developed.  What  we 
cannot  always  determine  is  the  magnitude  of  that  abuse:  Will  it  be 
1  percent,  5  percent  or  8  percent  of  the  pension  plans? 

I  think  in  the  past  the  mistake  that  we  have  made  is  being  so 
preoccupied  with  the  risk  of  abuse  and  how  we  can  stop  it,  that  we 
have  made  it  virtually  impossible  for  the  other  92  or  95  percent  of 
honest  employers  to  offer  pension  plans.  That  is  what  we  really 
have  to  get  away  from.  We  need  to  be  concerned  with  compliance, 
but  not  make  it  so  difficult  that  nobody  can  have  a  pension  plan. 

Mr.  Glover.  One  of  the  nice  things  about  the  NEST  is  that  it 
is  so  simple  that  the  average  employee  can  figure  out  whether  he 
has  got  shorted  or  not  when  he  gets  the  statement.  If  he  put  in  3 
percent,  he  looks  to  see,  did  the  employer  put  in  the  same  amount. 
They  are  pretty  simple  calculations  and  the  form  will  almost  be 
self-explanatory,  and  unless  some  employer,  for  evil  purposes, 
wants  to  do  something  about  it,  it  is  self-policing. 

Chairwoman  Meyers.  Let  me  make  one  other  comment.  I  think 
the  administration  plan  contains  many  of  the  factors  included  in 
H.R.  2037,  and  there  are  a  lot  of  things  in  common  in  all  of  these 
proposals.  I  think  we  are  all  going  in  the  same  direction. 

My  principal  concern — among  the  many  good  aspects  of  the 
NEST  plan — is  the  mandatory  3  percent  employer  contribution,  or 
1  percent  with  matching.  I  think  employers  are  fearful  of  man- 
dates. 
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I  know  that  it  means  a  minimum  level  of  contributions,  and  I  un- 
derstand why  it  has  been  proposed.  It  is  just  that  what  is  1  percent 
today  somehow  turns  out  when  the  Government  is  involved  to  be 
2  percent  tomorrow.  I  fear  that  if  contributions  are  mandated,  em- 
ployers will  not  accept  the  NEST. 

I  would  appreciate  both  of  your  thoughts  on  this. 

Mr.  Glx)VER.  Let  me  start  with  a  simple  explanation  because  I 
obviously  was  very  concerned  about  that  and  employer  mandates 
is  not  something  that  I  ever  want  to  appear  up  here  and  say  I  am 
for  employer  mandates,  but  I  think  that  what  we  have  here  is  an 
optional  program.  No  one  has  to  do  it. 

So  I  can  tell  you  that  1  percent  of  payroll  is  less  than  I  ever  paid 
for  the  actuary  to  do  my  defined  benefit  plan  when  I  had  one,  and 
so  I  wanted  to  make  absolutely  certain  that  it  is  totally  optional, 
that  you  don't  have  to  do  it  and  that  there  is  no  question  that  it 
is  totally  optional  to  the  employer. 

If  you  want  to  be  in  it  one  year,  great.  If  you  want  don't  want 
to  be  in  it  the  next  year,  you  don't  have  to  be.  If  you  want  to  be 
in  a  NEST  one  year  and  a  401(k)  the  next  year  or  a  SEP,  you  can 
do  that. 

So  it  is  only  mandatory  if  you  choose  to  do  it,  and  I  think  that 
gave  me  a  great  deal  of  comfort.  Obviously  the  1  percent,  we  have 
always  preferred  there  would  be  none,  but  it  met  my  first  test,  is 
that  no  one  has  to  do  this  if  they  don't  want  to.  If  it  was  mandatory 
1  percent  of  everybody,  that  is  one  thing,  and  a  SEP  may  be  an 
option  and  I  think  some  people  may  choose  a  SEP  because  they 
won't  have  that  1  percent  for  their  employees. 

Chairwoman  Meyers.  Is  it  1  percent  plus  matching  of  any  con- 
tributions that  the  employee  decides  to  make? 

Mr.  IwRY.  That  is  correct,  yes. 

Chairwoman  Meyers.  So  it  could  be  as  high  as  5  percent. 

Mr.  IWRY.  That  is  correct,  and  I  very  much  would  second  what 
Jere  has  said.  Obviously  the  plan  is  an  option,  and  if  employers 
feel  that  as  a  package  deal  this  1  percent  is  a  small  price  to  pay — 
and  we  think  that  is  how  they  will  feel,  and  are  gratified  to  hear 
the  Chamber's  representative  today,  among  other  people,  agree 
that  employers  would  adopt  the  NEST,  specifically  those  who  need 
the  NEST — we  think  that  the  1  percent  is  a  small  price  to  pay  for 
this  dramatic  simplification  of  so  many  rules  and  burdens  and  pa- 
perwork. It  is  very  consistent  with  the  twofold  objective  of  both 
simplifying  and  promoting  expanded  coverage  among  the  average 
and  lower  paid  employees. 

We  would  also  think  that  it  would  not  impose  an  undue  burden 
on  most  employers  in  most  years.  The  employee  who  earns  $25,000 
a  year,  for  example,  would  be  getting  less  than  $5  a  week  through 
a  1  percent  contribution.  We  recognize  this  is  real  money,  but  our 
thought  is  that  it  is  a  part  of  the  tradeoff  here  for  a  really  dramatic 
simplification:  nondiscrimination  tests  wouldn't  apply,  top-heavy 
rules  wouldn't  apply,  et  cetera,  et  cetera. 

Those  top-heavy  rules  now,  for  a  plan  that  has  60  percent  of  the 
benefits  going  to  the  owners  and  top  people,  as  you  know,  require 
a  3  percent  contribution.  We  essentially  are  replacing  a  3  percent 
employer  contribution  for  all  those  top-heavy  plans  with  only  a  1 
percent  contribution  and  getting  rid  of  the  top-heavy  testing. 
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Chairwoman  Meyers.  Thank  you  very  much  for  your  response. 
I  am  going  to  ask  one  more  question,  and  then  I  will  probably  sub- 
mit some  questions  in  writing  to  you. 

One  of  the  Ways  and  Means  proposals  would  repeal  the  15  per- 
cent excise  tax  on  excess  distributions  and  the  15  percent  addi- 
tional estate  tax  on  excess  retirement  accumulations.  Does  the  ad- 
ministration's proposal  also  repeal  these  taxes? 

Mr.  IWRY.  Madam  Chair,  the  administration's  proposal  does  not 
propose  to  repeal  that  15  percent  excise  tax.  Instead,  it  proposes 
the  repeal  of  the  combined  limits  which  are  far  more 
antisimplification,  if  you  will,  far  more  complex,  under  code  section 
415(e). 

I  refer  to  the  code  section  because  even  people  who  are  not  tax 
folks  have  learned  that  slightly  infamous  subsection.  415(e)  limits 
the  benefits  under  defined  benefit  and  defined  contribution  plans, 
as  you  know,  and  it  is  extremely  complicated.  Most  businesses,  we 
suspect,  actually  don't  even  know  how  to  apply  it  correctly;  even 
large  businesses,  because  it  is  so  complex.  Even  the  actuaries  have 
confusion  about  what  the  correct  rules  are. 

We  think  that  that  combined  limit — because  it  is  far  more  com- 

E Heated  than  the  somewhat  overlapping  15  percent  excise  tax,  and 
ecause  it,  as  opposed  to  the  15  percent  tax,  applies  only  to  the 
plans  of  a  single  employer,  so  if  someone  has  two  employers  or  five 
employers  over  their  career,  the  415(e)  limit  doesn't  work  very  well 
because  you  get  a  whole  fi^esh  start  every  time  you  change  jobs — 
that  limit  is  the  real  appropriate  target. 

The  415(e),  if  you  are  talking  simplification,  that  has  got  to  be 
the  higher  priority  of  the  two.  We  think  that  the  cause  of  pension 
simplification  is  better  served  by  repealing  the  combined  limit  than 
by  going  after  the  15  percent  penalty  instead. 

Chairwoman  Meyers.  I  thank  you  all  very  much,  and  I  really 
have  enjoyed  this  hearing.  I  am  going  to  have  to  leave  but  I  do  ap- 
preciate your  being  here.  It  is  my  hope  that  we  can  get  something 
done  this  year  and  make  pension  reform  a  reality  for  small  busi- 
ness. 

Thank  you. 

Mr.  Glover.  Madam  Chairman,  I  will  tell  you  that  during  the 
recess,  we  did  discuss  getting  together  and  trying  to  work  things 
out.  Following  Mr.  Bartlett's  suggestion,  we  are  going  to  do  that. 
So  you  don't  have  to  lock  us  here,  but  we  will  be  back. 

Chairwoman  Meyers.  Thank  you  very  much. 

[Whereupon,  at  12:45  p.m.,  the  committee  was  adjourned,  subject 
to  the  call  of  the  Chair.] 
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Chairwoman  Meyers,  members  of  the  committee,  I  am  pleased  to  have  this 
opportunity  to  present  testimony  on  a  crucial  issue  facing  our  country,  the  ability  of  small 
business  owners  to  provide  pension  plans  for  the  millions  of  Americans  who  work  for  them. 
I  es()ecially  want  to  commend  you  for  holding  this  hearing  and  calling  attention  to  America's 
pension  crisis. 

Over  the  past  decade,  Congress  has  made  constant  changes  in  the  laws  governing 
private  pension  plans.   Unfortunately,  the  consistent  direction  of  those  changes  has  been  to 
add  layers  of  complexity  and  expense  to  the  administration  of  pension  plans. 

The  result  of  those  changes  has  been  to  make  it  more  difficult  for  businesses,  and 
especially  small  businesses,  to  maintain  an  existing  pension  plan  or  to  create  a  new  one. 
That  is  why,  over  the  past  fifteen  years,  the  percent  of  small  businesses  which  s()onsor 
pension  plans  has  declined.   Twenty-five  million  Americans  work  for  firms  that  employ 
fewer  than  25  workers,  and  less  than  one  out  of  five  of  those  businesses  sponsors  a  pension 
plan. 

I  am  proud  to  have  introduced,  along  with  my  colleague  Congressman  Portman, 
legislation  which  would  accomplish  a  dramatic  and  long-overdue  reversal  of  die  trend  toward 
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increasing  complexity  in  federal  pension  law.   The  Pension  Simplification  Act  of  1995,  H.R. 
2037,  includes  many  proposals  which  have  been  before  the  Congress  for  several  years.   In 
fact,  in  1992,  Congress  included  many  of  these  provisions  in  H.R.  11,  which  passed  the 
House  and  Senate  and  was  sent  to  President  Bush,  only  to  be  vetoed  for  reasons  completely 
unrelated  to  the  pension  reforms. 

The  push  for  pension  simplification  enjoys  bipartisan  support  in  both  houses  of 
Congress,  as  well  as  strong  support  from  the  Clinton  Administration.   Today's  hearing  will 
help  provide  further  momentum  in  the  effort  to  enact  this  needed  legislation. 

Many  of  the  simplification  proposals  included  in  the  bill  will  remove  obstacles  that 
prevent  businesses  from  sponsoring  pension  plans.  This  will  ultimately  add  to  our  nation's 
savings  rate  and  boost  the  retirement  security  of  our  nation's  workers. 

One  of  the  most  significant  changes  is  the  design-based  safe  harbor  for  401(k)  plans, 
which  will  relieve  plan  sponsors  of  the  expensive  and  cumbersome  nondiscrimination  testing 
while  offering  workers  a  strong  pension  plan.  The  safe  harbor  includes  an  employer  match 
that  is  modeled  after  the  Federal  Thrift  Savings  plan. 

Several  of  the  changes  will  remove  unworkable  and  unfair  provisions  from  the  law. 
By  repealing  the  family  aggregation  rules,  we  will  remove  a  provision  that  unfairly  penalizes 
workers  in  the  same  firm  who  happen  to  be  family  members.   This  provision  is  particularly 
unfair  to  small,  family  businesses. 

We  are  also  very  pleased  that  the  bill  includes  the  repeal  of  section  41S(e),  which 
imposes  limits  on  combined  plans  sponsored  by  the  same  employers.   The  extraordinary 
complexity  of  the  record-keeping  and  calculations  required  by  section  41S(e)  makes  it 
virtually  impossible  for  any  plan  sponsor  to  comply  with  the  law. 
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One  of  the  most  significant  obstacles  to  small  businesses  seeking  to  create  a  pension 
plan  are  the  start-up  costs.   Even  if  we  simplify  the  pension  laws,  it  will  still  be  necessary 
for  many  small  business  owners  to  consult  with  pension  planners  to  make  sure  they  comply 
with  the  law.  To  help  with  those  costs,  our  bill  would  offer  small  businesses  a  one  thousand 
dollar  tax  credit. 

The  bill  also  includes  provisions  that  will  address  important  problems  which  are  still 
under  discussion  in  the  pension  community.   H.R.  2037  would  reduce  from  seven  to  two  the 
numl)er  of  criteria  that  must  be  considered  in  determining  who  is  a  highly  compensated 
employee.   In  addition,  we  would  create  a  new  definition  of  leased  employees  that  would 
replace  the  "historically  performed"  test  with  a  "significant  control"  standard. 

Both  the  new  definitions  of  highly  compensated  employee  and  of  leased  employees 
will  greatly  improve  current  law.   As  we  have  continued  to  work  with  the  interested  groups 
on  these  issues,  however,  additional  considerations  have  come  to  our  attention  that  suggest 
the  need  for  further  refinements  to  these  two  provisions.   We  hope  to  work  with  the 
members  of  this  committee  and  all  concerned  members  to  address  these  concerns. 

Again,  Chairwoman  Meyers,  I  applaud  your  leadership  in  holding  these  hearings,  and 
I  appreciate  the  opportunity  to  present  this  testimony. 
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I  am  very  pleased  to  see  the  Administration  and  Members  of 
Congress  come  together  today,  to  again  tackle  the  enormous 
problems  inherent  in  our  current  pension  regulation  system, 
especially  for  small  business. 

Statistics  show  some  disturbing  trends  in  the  business 
community  in  the  pension  arena.   Total  pension  coverage  of  US 
employees  has  not  increased  since  the  1970s.   In  fact, 
contributions  to  pensions  by  both  employers  and  employees  have 
generally  declined  during  the  past  2  decades.   Moreover,  the 
historically  low  participation  of  small  businesses  in  pension 
plans  has  also  not  increased  —  still  only  15%  of  small 
businesses  offer  pension  plans  of  any  kind  to  their  workers. 

These  trends  are  occurring  at  a  time  when  our  adult 
population  is  not  saving  nearly  enough  to  sustain  them  in 
retirement,  and  the  ability  of  our  public  retirement  programs  to 
pay  adeguate  benefits  in  the  future  is  at  grave  risk.   We  are 
clearly  overdue  for  action  in  reforming  our  pension  system.   It 
is  in  our  national  interest  to  pave  the  way  for  an  INCREASE  in 
pension  participation  and  long-term  savings  --  and  targeting 
these  reforms  at  small  businesses  is  certainly  a  key  element  in  a 
comprehensive  strategy. 

I  say  that  we  are  "overdue"  for  action  because  the  Small 
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Business  Committee  explored  these  same  issues  in  the  102d 
Congress.   As  a  consequence  of  the  alarming  trends  we  saw  at  that 
time,  I  worked  with  then  Ranking  Minority  Member  Andy  Ireland  to 
craft  a  bipartisan  bill  that  was  targeted  to  small  business.   It 
would  have  created  a  new  pension  program  —  similar  to  the 
Administration's  NEST  —  which  would  have  alleviated  many  of  the 
administrative  burdens  that  small  businesses  said  prevented  them 
from  offering  pension  plans  to  their  employees.   We  had  already 
had  some  success  in  the  previous  Congress,  repealing  the  infamous 
Section  89.   Unfortunately,  1991  was  apparently  not  our  year,  and 
our  bipartisan  effort  was  not  taken  up  by  the  rest  of  the  House. 

That  is  why  I  am  so  pleased  to  again  see  the  beginnings  of  a 
bipartisan  effort  here  today.   I  think  that  the  President's 
proposal,  and  the  bills  introduced  by  Members  of  the  majority  in 
both  Houses,  are  substantial  and  far-reaching,  and  I  hope  that 
today's  hearing  will  catalyze  a  truly  bipartisan  and  fruitful 
effort  to  make  significant  improvements  in  our  current  pension 
system . 


E  OffiCE  Building 


Subcommittee  on  Miu 

small  business 

Ranking  Minorftv  Membi 
Subcommittee  on  Taxation  anc 


noothest  Midwest  Congressional  Coalition 

CO' Chairman 
Congressional  Manufacturing  Task  force 


42 


CdongrcHH  of  tiie  Intteb  §tate0 
mmtBe  of  fiepreBcntotiuefi 

naatiington.  fi.OI.  20513-2105 


15081  4590101 


The  Honorable  Marty  Meehan 
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September  8,  1995 


Good  morning.    I  would  like  to  thank  the  Chair,  Mrs.  Meyers,  for  holding  these  ini[X)rtant 
hearings  today. 

I  have  joined  with  several  of  my  colleagues  over  the  past  few  years  to  take  a  new  look  at  the 
future  of  social  security.   It's  prospects  are  dim.   Even  if  we  balance  the  budget  over  the 
next  decade  -  and  lower  the  yearly  interest  payments  on  the  debt  -  social  security  outlays 
wUl  grow  to  be  nearly  half  of  our  yearly  budget  in  the  next  century.   It  has  become  painfully 
apparent  that  Congress  will  not  have  the  extended  resources  to  continue  funding  social 
security  after  2037  --  the  last  estimated  year  of  solvency. 

What  does  the  future  of  social  security  have  to  do  with  pension  reform?  Many  of  us  have 
been  looking  at  different  options  for  retirees  in  the  next  century.   We  have  learned  that  the 
best  way  to  guarantee  Americans  will  maintain  an  adequate  standard  of  living  after  retiring  is 
to  encourage  more  personal  savings  while  they  are  stiU  working.    Hands  down,  pensions  are 
the  best  source  of  supplemental  income  for  seniors. 

Currently,  only  15%  of  small  businesses  in  the  United  States  offer  pensions  to  their 
employees  --  which  means  only  24%  of  American  workers  have  them.   In  the  face  of  a 
dwindling  social  security  trust  fund,  the  limited  availability  of  pensions  threatens  the 
economic  future  of  millions  of  Americans. 

I  am  looking  forward  to  hearing  our  witnesses  today  comment  on  the  three  different  reform 
plans  circulating  Congress.   My  primary  concern  is  to  make  sure  Congress  passes  legislation 
now  to  make  pensions  more  available  next  century.     It  is  clear  that  American  workers  can 
not  continue  to  rely  on  social  security  as  their  sole  income  source  indefinitely. 
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"Pension  Reform  and  Simplification: 
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Good  Morning.  Our  hearing  this  morning  will  focus  on 
pension  reform  and  simplification  from  the  perspective  of  small  business. 
Pension  reform  has  long  been  an  important  issue  to  small  businesses  and 
is  becoming  increasingly  more  critical  to  the  retirement  security  of  this 
country. 

As  large  companies  continue  to  downsize,  small  businesses 
are  employing  more  and  more  of  the  workforce  in  this  country.  Yet  the 
number  of  small  businesses  that  offer  pension  benefits  is  alarmingly  low. 
The  resulting  risk  is  that  we  are  headed  for  a  severe  crisis  in  retirement 
savings  down  the  road,  especially  since  the  Social  Security  system  was 
never  designed  to  be  a  primary  source  of  retirement  funding.  1  believe 
that  now  is  the  time  for  Congress  to  address  this  problem.  By  reforming 
and  simplifying  the  pension  rules,  we  can  make  it  easier  for  small 
businesses  to  sponsor  retirement  plans  and  encourage  Americans  to 
prepare  for  their  retirement  as  early  as  possible. 

At  the  root  of  the  pension  debate  is  the  Employee  Retirement 
Income  Security  Act.  Since  it  was  enacted  in  1974,  there  have  been  15 
major  amendments  to  the  Act.  Each  amendment  has  significantly 
increased  the  legal  complexities  and  administrative  burdens  on 
businesses.  In  addition,  these  amendments  have  contributed  to  the  steady 
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decline  in  qualified  retirement  plans  adopted  and  continued  by  small 
businesses.  For  instance,  between  1986  and  1991  among  businesses  with 
less  than  100  employees,  the  number  of  small  businesses  that  provided 
retirement  benefits  fell  from  16%  to  14.3%.  Similarly,  the  reason  most 
often  cited  by  small  businesses  for  terminating  an  existing  pension  plan 
was  onerous  federal  laws  and  regulations. 

In  this  context,  it  is  not  surprising  that  the  delegates  to  the 
1995  White  House  Conference  on  Small  Business  made  pension  reform 
and  simplification  a  top  priority.  In  fact,  it  received  the  7th  highest 
number  of  votes  out  of  more  than  50  recommendations. 

With  this  mandate  in  mind,  I  have  asked  the  witnesses  today 
to  focus  on  alternatives  through  which  Congress  can  make  pensions  more 
accessible  to  small  businesses.  I  have  also  asked  the  witnesses  to 
examine  the  three  pension  reform  proposals  currently  under  discussion 
and  provide  the  Committee  with  their  view  on  the  provisions  relating  to 
small  business. 

The  Committee  will  first  hear  fi-om  Congressman  Rob 
Portman  who  is  the  sponsor  of  one  of  the  three  pension  proposals,  H.R. 
2037.  Mr.  Portman  has  been  a  leading  advocate  for  small  business 
pension  reform  in  the  House,  and  I  look  forward  to  hearing  his 
recommendations. 

Next,  we  will  hear  from  a  panel  of  small  business 
organizations  and  pension  administrators.  I  am  pleased  to  see  that  several 
of  the  witnesses  on  this  panel  were  delegates  to  the  White  House 
Conference. 

Finally,  we  will  hear  from  the  Chief  Council  for  Advocacy  of 
the  Small  Business  Administration  and  the  Benefits  Tax  Council  from  the 
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Department  of  Treasury.  I  look  forward  to  hearing  about  the 
Administration's  pension  simplification  proposal  from  these  witnesses.  I 
would  also  like  to  thank  them  for  being  available  to  respond  to  comments 
and  suggestions  raised  by  the  panel  representing  small  business. 

Through  this  hearing,  it  is  my  goal  to  make  sure  that  as  these 
pension  proposals  make  their  way  through  Congress,  the  interests  of 
small  business  are  not  forgotten  or  given  short  shrift.  Small  business  is 
the  life  blood  of  this  country  both  in  terms  of  confributing  to  the  economy 
and  as  a  major  jobs  creator.  In  addition,  if  we  can  stimulate  retirement 
savings  through  increased  pension  participation,  we  can  better  assure  the 
retirement  security  for  all  Americans. 
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STATEMENT  OF  THE  HONORABLE  KWEISI  MFUME 

ON  PENSION  REFORM 

September  8,  1 995 


Thank  you.  Madam  Chair,  for  holding  this  hearing  on  what  may  well  be 
one  of  the  most  important  topics  facing  small  businesses,  and  indeed  the  future 
of  our  nation  today. 

As  we  all  know,  the  number  of  Americans  who  save  for  their  retirement 
is  frighteningly  low.  Only  24  percent  of  full-time  workers  in  this  country  are 
offered  pension  plans  by  their  employers.  Perhaps  even  more  alarming, 
participation  in  pension  plans  has  not  grown  since  the  early  1  970's;  in  fact, 
total  pension  contributions  declined  22  percent  between  1985  and  1991. 

Given  the  aging  of  the  population,  and  the  inevitable  crisis  in  Social 
Security,  especially  as  the  Baby  Boomers  begin  to  retire,  it  is  clear  that  the 
government  should  do  all  it  can  to  try  to  encourage  businesses  of  all  shapes 
and  sizes  to  offer  to  their  employees  responsible  pension  plans.  Unfortunately, 
instead  of  offering  encouragement,  the  current  system  discourages  businesses, 
especially  small  businesses,  from  developing  and  implementing  a  pension 
program  that  is  fair  and  attractive  to  its  employees. 

It  is  my  understanding  that  the  hearing  today  will  focus  on  three  pension 
reform  initiatives  currently  under  consideration.  I  am  especially  interested  in 
H.R.  3027,  which  was  co-authored  by  Congressman  Cardin,  my  colleague  from 
Baltimore.  It  is  my  hope  that  from  this  hearing  we  will  be  able  to  develop 
comprehensive  legislation  which  will  make  it  easier,  and  more  attractive,  for 
small  businesses  to  offer  pension  plans  to  their  employees. 

So  I  thank  you  again.  Madam  Chair,  for  holding  this  hearing.  It  is 
heartening  to  see  us  working  in  such  a  bi-partisan  manner  to  resolve  one  of  the 
more  pressing  issues  of  the  day. 
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TESTIMONY  OF  THE  HONORABLE  ROB  PORTMAN  2-OH 

Before  the  Committee  on  Small  Business 

Friday,  Septembers,  1995 

10:00  am  2359  Rayburn 


Madam  Chair,  Mr  LaFaice,  Members  of  the  panel  —  it's  a  pleasure  to  be  back  with  my  colleagues 
on  the  Small  Business  Committee.  Thank  you  for  inviting  me  here  today  to  discuss  the  importance 
of  simplifying  our  pension  laws  to  encourage  private  savings  for  retirement  ~  something  that 
should  be  one  of  our  top  priorities,  especially  in  light  of  anticipated  demographic  shifts,  concerns 
about  the  future  status  of  Social  Security,  and  our  dangerously  low  national  savings  rate. 

I  hear  again  and  again  from  small  business  owners  in  my  District  that  current  pension  laws  are  so 
complex  that  the  cost  for  a  small  business  to  establish  and  administer  a  pension  plan  is  excessive  ~ 
[and,  of  course,  far  exceeds  the  cost  per  participant  of  that  of  large  employers  ]  It's  no  surprise 
then  that  only  14-19  percent  of  the  employers  in  the  smaller  firms  ~  those  with  under  25 
employees  ~  actually  provide  some  kind  of  pension  coverage.  That  compares  to  83  percent  of 
companies  with  100  or  more  employees 

A  realtor  in  Cincinnati  put  it  well  when  he  recently  explained  that  "the  current  complexities, 
administrative  burdens,  contributions  and  distribution  rules  and  regulations  tend  to  discourage 
rather  than  encourage  retirement  savings  . . .  Small  business  owners  [are]  either  intimidated  or 
fhjstrated  with  all  the  complicated  rules,  regulations,  definitions  and  administrative  'hassles'  on  the 
establishment,  funding  and  distribution  in  these  retirement  plans." 

Over  the  past  1 5  years.  Congress  has,  on  average,  passed  a  law  each  year  affecting  pensions. 
While  well  intended,  each  of  these  changes  occurred  without  a  comprehensive  review  of  all  the 
laws  governing  the  tax  treatment  of  pensions.  As  a  result,  our  current  body  of  tax  law  governing 
pension  plans  is  a  hodge-podge  that  is  complicated  beyond  belief  It  is  so  complex  and 
expensive  to  administer,  that  small  businesses  simply  forego  available  tax  incentives  and  decline  to 
establish  qualified  pension  plans  for  both  business  owners  and  employees. 

That  is  why  Representative  Ben  Cardin  and  I  introduced  a  bill  last  month  which  significantly 
simplifies  pension  laws,  encouraging  business,  especially  small  businesses,  to  establish  pension 
plans  for  their  employees.  I  would  be  remiss  if  I  didn't  note  the  fact  that  Representative  Cardin,  a 
respected  Member  of  the  Ways  and  Means  Committee,  has  been  working  on  the  issue  of  pension 
simplification  for  years    His  support  of  this  measure  and  the  support  of  a  bipartisan  group  of 
senators  is  very  encouraging  for  the  prospects  for  this  bill. 

I  am  also  pleased  to  say  that  this  proposal  has  received  significant  support  from  local  businesses  in 
my  District    The  Board  of  Directors  of  one  of  our  major  local  Chambers  of  Commerce 
unanimously  endorsed  it.  The  Chairman  of  another  Chamber  Board  said  that  he  supports  the 
legislation  because  "it  would  simplify  the  rules  and  regulations  that  choke  employer  sponsored 
pension  plans."  The  bill  has  also  received  support  from  national  organizations  including  the 
National  Federation  of  Independent  Business,  Small  Business  Council  of  America,  National 
Chamber  of  Commerce,  the  National  Association  of  Life  Underwriters  and  the  Association  of 
Private  Pension  and  Welfare  Plans. 
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After  reviewing  the  proposal,  a  business  owner  in  Batavia,  OH,  explained  that  "These  are  overdue 
changes  .  we  have  had  a  married  couple  who  work  for  us  get  snagged  for  two  years  by  the  unfair 
family  aggregation  rules.  Repeal  of  these  rules,  and  in  fact,  the  entire  bill  makes  a  great  deal  of 
sense. " 

Another  employer  said,  "It's  about  time  our  legislators  did  something  to  help  business  rather  than 
hinder  commerce  in  this  country.  Anyone  somewhat  knowledgeable  regarding  our  government's 
meddling  in  this  area  will  tell  you  that  the  current  regulations  are  unnecessary,  extremely 
burdensome  and  very  complicated    .1  might  add  that  large  companies  as  well  as  smaller 
companies  are  adversely  affected  by  these  ridiculous  regulations." 

The  administrative  costs  of  complying  with  the  complicated  rules  governing  pension  plans  add 
considerably  to  the  cost  of  providing  benefits.  For  example,  in  the  Midwest,  start-up  costs  for  a 
plan  with  fewer  than  50  participants  ranges  from  $1,100  to  $1,625,  depending  on  the  type  of 
pension  plan.  In  the  first  year,  after  adding  in  start-up  costs,  a  small  business,  with  between  10 
and  50  employees  must  plan  to  spend  between  $3,900  and  $6,300.  That's  $78  -  $126  per  plan 
participant  ~  a  significant  —  and  perhaps  prohibitive  ~  cost  for  a  small  business. 

Far  too  many  of  these  expenses  are  compliance  costs  —  costs  incurred  only  to  navigate  the  maze 
of  complex  tax  laws  that  govern  these  plans 

Our  bill,  H.R.  2037,  will  reduce  those  complex,  costly  compliance  rules  WITHOUT  sacrificing 
fairness  or  incurring  too  high  a  federal  revenue  cost.  Most  of  the  provisions  in  the  bill  are  nothing 
more  than  common  sense  simplification  measures.  I  have  to  add  that  these  measures  have  been 
studied,  analyzed  and  approved  over  and  over  again  over  the  past  5  years.  All  but  1 1  provisions 
were  contained  in  H.R.  3419,  the  pension  simplification  proposal  passed  by  the  House  last 
Congress.  That  bill,  in  turn,  was  a  package  of  provisions  almost  identical  to  a  package  passed  by 
both  the  House  and  the  Senate  twice  in  1992,  once  in  H.R.  4210  and  again  in  H.R   1 1    Both 
those  bills  were  vetoed  for  other  reasons,  but  there  was  little  or  no  opposition  to  the  pension 
proposals. 

Ultimately,  pension  simplification  makes  good  sense  for  workers  and  for  the  economy  as  a  whole. 
It  will  significantly  expand  pension  coverage,  especially  among  our  nation's  small  employers  That 
will  add  substantially  to  our  country's  pool  of  long-term,  capital  savings,  which  will  strengthen  the 
economy.  Because  it  encourages  savings,  strengthens  the  economy,  and  protects  the  financial 
security  of  retirement,  especially  for  workers  in  small  businesses,  I  believe  it  is  a  proposal  that 
should  be  included  in  any  legislative  package  aimed  at  increasing  savings  for  working  Americans 

Madam  Chair,  thank  you  again  for  inviting  me  here  today  and  for  your  commitment  to  this  issue 
And  I  want  to  thank  the  Committee  for  consideration  of  this  proposal 

I'm  sorry  that  I  can't  stay  for  questions  this  morning,  but  I'd  be  pleased  to  respond  in  writing  to 
any  questions  you  might  have. 
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BACKGROUND  INFORMATION: 

H.R  2037  would: 

*  Create  a  choice  of  two  design-based,  safe  harbor  401(i<)  plans  that  eliminates  the  need  for 
expensive,  annual  mathematical  testing  of  contribution  levels  among  rank-and-file  as 
compared  to  highly-paid  employees  (both  H.R  2037  and  H  R  3419  contain  identical 
provisions  with  respect  to  the  definition  of  "highly  compensated  employee"  (HCE); 

*  Repeal  the  burdensome  and  unfair  "4 1 5(e)"  limits  on  combinations  of  defined  benefit  and 
defined  contribution  plans; 

*  Make  it  easier  for  small  businesses  with  no  employees  earning  more  than  $80,000  to 
establish  and  maintain  plans  by  eliminating  the  top  heavy  rule  requirements  and  the 
one-high-paid  officer  discrimination  rule, 

*  Repeal  the  family  aggregation  rules  which  treat  all  family  members  who  work  for  the 
family-owned  small  business  as  one  person  for  purposes  of  pension  contributions  and 
benefits; 

*  Greatly  reduce  the  number  of  mathematical  tests  needed  each  year  for  401(k)  plans  that  do 
not  elect  a  safe  harbor  by  allowing  use  of  prior  year  non-highly-compensated  employee 
salary  data, 

*  Expand  eligibility  for  401(k)  plans  to  tax-exempt  organizations,  and  makes  them  fairer  and 
more  nearly  equal  to  private  sector  plans  or  government  plans, 

*  Streamline  definitions,  including  the  definitions  of  "highly  compensated  employee,"  and 
"compensation,"  which  will  decrease  administrative  cost  by  reducing  complexity  in 
applying  the  rules, 

*  Expand  eligibility  for  special  small  business  qualified  plan  designs, 

*  Offer  a  limited,  modest  tax  credit  to  help  small  businesses  afford  the  start-up  cost  of 
establishing  a  qualified  pension  plan; 

*  Require  regulations  governing  qualified  plans  to  address  specifically  the  issues  affecting 
small  business  plan  sponsors; 

*  Exempt  defined  contribution  plans  from  minimum  participation  rules; 

*  Change  distribution  rules  to  simplify  and  make  more  fair  the  rules  by  which  plan 
participants  must  take  their  retirement  income  after  retirement; 

*  Conform  "normal  retirement  age"  with  the  Social  Security  retirement  age;  and 

*  Fix  unintended  "glitches"  in  current  law  with  respect  to  govenmient  plans,  rural 
cooperative  plans,  VEBAs,  plans  established  by  the  self-employed,  multi-employer  plans, 
leased  employees,  prototype  plans,  and  teachers'  plans. 
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STATEMENT  OF 
THE  SMALL  BUSINESS  COUNCIL  OF  AMERICA  (SBCA) 

AND 

THE  SMALL  BUSINESS  LEGISLATIVE  COUNCIL  (SBLC) 

AND 

THE  NATIONAL  ASSOCIATION  OF  WOMEN  BUSINESS  OWNERS  (NAWBO) 

BEFORE  THE  COMMITTEE  ON  SMALL  BUSINESS 

OF  THE  HOUSE  OF  REPRESENTATIVES 

CONGRESS  OF  THE  UNITED  STATES 

ON 

PENSION  REFORM  AND  SIMPLIFICATION 

September  5,  1995 


Madam  Chair  and  Members  of  the  Committee,  I  am  Paula  Calimafde,  Chair  of  the  Small 
Business  Council  of  America,  (SBCA).  I  am  pleased  to  appear  today  on  behalf  of  the  SBCA, 
the  Small  Business  Legislative  Council,  (SBLC)  and  the  National  Association  of  Women 
Business  Owners  (NAWBO).  As  representatives  of  hundreds  of  thousands  of  small  businesses, 
we  strongly  support  the  current  effort  to  promote  the  voluntary  retirement  system  by 
simplification  and  revitalization. 

I  can  also  speak  on  behalf  of  the  Small  Business  Delegates  to  the  1995  White  House 
Conference  on  Small  Business  at  which  I  served  as  a  Delegate.*  At  this  conference  the  Pension 
Simplification  and  Revitalization  Recommendation  received  the  seventh  highest  ranking  in  terms 
of  votes. 


•  I  can  also  speak  on  behalf  of  the  Delegates  to  the  1986  White  House  Conference  on  Small 
Business  at  which!  served  as  the  commissioner  of  the  Payroll  Cost  Section.  This  section 
covered  employee  benefits  and  the  private  retirement  system.  At  that  conference,  the  pension 
simplification  and  reform  provision  was  ranked  twentieth  by  the  1,813  delegates.  This 
recommendation  read  in  part:  To  promote  the  retirement  security  of  our  nation'  s  employees. 
Congress  must  support  and  promote  the  continued  viability  of  the  private  retirement  system  in 
the  small  business  community.  In  support  of  this  goal,  there  must  be  a  five-year  moratorium 
on  further  changes  in  our  private  retirement  plan  laws  except  for  the  following  changes  which 
we  recommend:  (a)  promote-parity  between  large  and  small  plans  and  between  private  and 
public  sector  plans;  (b)  simplify  filing  requirements  and  paperwork;  (c)  increase  contribution 
benefit  limits,  including  401(k)  plans  and  IRAs,  to  be  at  least  as  great  as  the  pre-1986  tax  reform 
act  limits 
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The  Seventh  Recommendation  from  the  1995  White  House  Conference  on  Small  Business 
reads  as  follows: 

Congress  should  repeal  current  disincentives  and  burdensome  regulations  on  quallfled 
retirement  plans  and  IRAs,  and  encourage  adequate  retirement  savings  and  capital 
accumulation,  including: 

a)  The  adoption  of  a  pension  simplification  bill,  which  contains  the  voluntary  401  (k) 
safe  harbors,  such  as  H.R.  13  and  H.R.  3419. 

b)  Raise  compensation  and  benefit  levels  to  1992  limits  and  index  for  inflation. 

c)  Provide  an  exclusion  from  estate  tax  for  retirement  plan  and  IRA  assets  to  avoid 
double  taxation  (they  are  already  subject  to  income  tax). 

d)  Eliminate  the  15%  Excise  Tax  of  IRC  Section  4980A. 

e)  Repeal  the  family  aggregation  rules  of  IRC  Section  414(q)(6). 

f)  Reinstate  deductible  IRAs  and  expand  to  include  non-employed  spouses  in  full. 

g)  Expand  SARSEPs  to  employers  with  up  to  100  employees. 

h)   Repeal  the  minimum  participation  rules  of  IRC  Section  401  (a)  (26)  for  defined 
contribution  plans. 

i)   Lower  the  Qualified  Separate  Line  of  Business  exception  to  15  employees. 

j)   Increase  the  exceptions  to  the  affiliated  service  group  rules  and  include  a 
minimum  20%  ownership  test  for  "A"  organizations. 

k)   Repeal  all  defined  benefit  plan  rules  enacted  after  1985. 

I)    Pension  Plan  Loans:   Congress  should  amend  section  72(p)  of  the  IRC  on  plan 

loans  to  1)  allow  for  plan  loans  by  proprietorships  and  partnerships;  2)  increase 

the  plan  loan  balance  to  $100,000;  and  3)  allow  for  balloon  payments  in  lieu  of 

quarterly  payments  if  the  loan  is  secured  by  the  participant's  account  balance. 

(votes  received:  1369) 

Why  did  the  Delegates  consider  this  recommendation  to  be  so  important  as  to  vote  it  as 
the  seventh  out  of  the  final  sixty  recommendations?  The  reason  is  simple  -  small  business 
owners  want  retirement  to  be  a  viable  option  for  them.  For  small  business,  the  qualified 
retirement  plan  is  the  only  real  option  to  save  for  retirement.  Unlike  larger  businesses,  the 
realities  of  the  tax  laws  make  it  nearly  impossible  for  a  small  company  to  provide  nonqualified 
pension  benefits,  stock  options  and  other  perks.  Unfortunately,  small  businesses  perceive  the 
qualified  retirement  plan  area  to  be  a  quagmire  of  complex  rules  and  burdens.  It  is  perceived 
as  a  system  which  discriminates  against  key  employees.  The  Conference  Delegates  understood 
that  if  the  retirement  system  became  user  friendly  then  they  would  want  to  use  it.  By  doing  so, 
they  could  provide  for  their  own  retirement  security,  while  at  the  same  time  providing  retirement 
benefits  for  their  other  employees. 

It  is  the  belief  of  the  SBC  A,  the  SBLC  and  NAWBO  that  the  current  qualified  retirement 
system  could  be  significantly  improved  by  making  relatively  few  changes.  Making  the  system 
user  friendly  would  allow  more  small  businesses  to  sponsor  retirement  plans.  Easing 
administrative  burdens  would  reduce  the  costs  of  maintaining  retirement  plans.  We  believe  the 
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changes  outlined  below  would  revitalize  the  retirement  plan  system  for  small  business.  What 
is  so  exciting  about  this  particular  session  of  Congress  is  that  virtually  all  parties  are  in 
agreement  that  the  qualified  retirement  plan  system  needs  immediate  resuscitation.  The 
Administration  has  come  forward  with  excellent  proposals  -  not  only  for  simplification,  but  also 
for  revitalization.  Senators  Pryor  and  Hatch  have  come  forward  with  an  extremely  favorable 
bill  which  we  believe  goes  a  long  way  towards  tearing  away  some  of  the  complex  provisions  that 
have  been  layered  on  the  system  over  the  last  decade.  The  significant  efforts  of  Senator 
Packwood  and  Senator  Kyi  to  "fix"  the  system  can  be  seen.  Congressmen  Bill  Archer,  Chair, 
Jan  Meyers,  along  with  Congresswoman  Nancy  Johnson  and  Congressman  Ben  Cardin  and  many 
others,  understand  the  plight  of  businesses  trying  to  sponsor  qualified  retirement  plans.  Joining 
this  chorus  in  Congress,  stands  the  small  business  owners  as  so  clearly  demonstrated  by  the 
Delegates  at  the  White  House  Conference  on  Small  Business,  along  with  every  major  small 
business  trade  association.  Finally,  the  pension  community  is  standing  together  asking  for  the 
very  same  improvements.  Thus,  we  find  ourselves  at  a  unique  and  critical  moment  when 
we  have  the  opportunity  to  truly  simplify  and  rejuvenate  the  retirement  plan  system.  This 
action  will  assist  many,  many  Americans  and  at  the  same  time  give  some  much  needed 
relief  to  our  Social  Security  System  in  the  decades  ahead.  This  is  the  time  to  act  and  this 
is  the  Congress  and  the  President  with  the  know  how  and  the  will  to  do  it. 

The  graying  of  America,  and  the  burden  that  it  will  place  on  future  generations,  can  no 
longer  be  ignored.  The  American  Council  of  Life  Insurance  reports  that  from  1990  to  2025,  the 
percentage  of  Americans  over  65  years  of  age  will  increase  by  49%.  This  jump  in  our  elderly 
population  signals  potentially  critical  problems  for  Social  Security,  Medicare  and  our  nation's 
programs  designed  to  serve  the  aged.  While  we  must  assure  our  citizens  that  Social  Security 
and  Medicare  will  remain  strong  and  stable,  private  pensions  and  savings  and  private  sources 
for  retiree  health  care  will  have  to  play  a  more  significant  role  for  tomorrow's  retirees. 

There  is  no  question  that  the  rules  imposed  on  qualified  retirement  plans  have  now 
become  so  complex  and  burdensome  that  they  serve  as  a  disincentive  to  either  adopting  or 
maintaining  a  qualified  retirement  plan.  It  is  essential  to  understand  how  important  it  is  for 
small  business  to  simplify  these  technical  compliance  burdens  so  that  they  will  be  able  to  sponsor 
qualified  retirement  plans.  The  pension  simplification  provisions  being  discussed  by  the 
Administration,  the  Pryor-Hatch  Bill  and  those  set  forth  in  the  Ways  &  Means  mark  up  drafted 
by  the  Joint  Committee  on  Taxation  would  greatly  assist  small  businesses  in  sponsoring 
retirement  plans.  Pension  simplification  should  be  seen  as  the  beginning  of  a  process  to  shore 
up  the  retirement  plan  system  -  revitalizing  it  by  bringing  back  the  tax  incentives  will  restore  it 
to  its  former  health. 

The  SBCA,  SBLC  and  NAWBO  Strongly  Support  the  Following  Items  in  Pension 
Simplification  and  Revitalization: 

1.  Repeal  the  Anti-Discrimination  Tests  for  401  (k)  Plans.  The  anti-discrimination 
tests  ("ADP  Tests")  make  the  401(k)  plan  far  more  complicated  than  a  regular  defined 
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contribution  plan,  yet  the  maximum  401(k)  contribution  is  $9,240.  This  relatively  low 
contribution  amount  does  not  justify  the  added  complexity  of  the  ADP  tests.  Total  repeal  of 
these  burdensome  tests  is  called  for  by  the  Ways  &  Means  markup.  This  is  the  best  way  to 
encourage  use  of  these  plans  by  small  business. 

Establishing  Voluntary  401(k)  Safe  Harbors,  However,  Will  Go  a  Long  Way 
Towards  Simplifying  and  Promoting  401(k)  Plans  for  Small  Business.  From  a  general 
philosophical  viewpoint,  optional  safe  harbors  are  an  easy  and  cost  effective  way  to  make  the 
retiremem  plan  system  user  friendly.  Both  the  Administration  and  the  Pryor-Hatch  Bill  set  forth 
two  voluntary  safe  harbors  for  401(k)  plans.  If  a  company  chooses  to  fall  within  the  safe  harbor 
by  making  a  designated  contribution  or  match  for  all  non-highly  compensated  employees,  then 
the  costly  401(k)  anti-discrimination  testing  is  not  required.  For  example,  a  voluntary  safe 
harbor  has  been  proposed  by  both  the  Administration  and  the  Pryor-Hatch  bill  which  provides 
that  if  a  company  makes  a  3%  contribution  for  all  non-highly  compensated  employees,  then  the 
company  no  longer  has  to  pay  for  the  complex  401(k)  antidiscrimination  testing  (nor  does  it  have 
to  keep  the  records  necessary  in  order  to  do  the  testing).  While  it  is  true  that  many  companies 
would  choose  to  stay  outside  the  safe  harbor  because  the  3  %  cost  of  admission  is  too  high  and/or 
because  it  is  more  cost-effective  to  stay  with  their  current  system  (including  software  and  written 
communication  material  to  employees),  other  employers,  particularly  small  businesses,  would 
embrace  a  voluntary  safe  harbor  that  does  away  with  costly  complex  testing.  This  single  change 
could  very  well  prove  to  be  enough  of  an  incentive  for  companies  to  begin  sponsoring  a 
retirement  plan.  It  should  be  made  clear  that  the  second  safe  harbor  takes  the  place  of  the  top- 
heavy  rules  -  this  is  apparently  the  intent  of  the  proposals,  but  it  should  be  made  crystal  clear. 

The  voluntary  401  (k)  safe  harbors  are  contained  in  both  the  Pryor-Hatch  bill  and  in 
the  Administration's  proposals.  The  Pryor-Hatch  provisions  are  somewhat  preferable  to  the 
Administration 's,  but  either  version  is  a  whole  lot  better  for  small  business  than  current  law. 
Of  course,  repealing  the  ADP  tests  entirely  is  the  best  answer  and  would  generate  the  most 
simplification  and  the  largest  response  from  businesses  choosing  to  adopt  401  (k)  plans. 
The  White  House  Conference  on  Small  Business  specifically  endorses  the  adoption  of 
voluntary  401  (k)  safe  harbors  (paragraph  a). 

Assuming  a  repeal  of  the  ADP  tests  is  not  enacted  then  allowing  companies  to  use  a  look 
back  rule  for  the  ADP  tests  would  be  a  prositive  change  for  small  businesses  that  sponsor  401(k) 
plans  and  do  not  want  to  use  one  of  the  voluntary  safe  harbors.  We  would  suggest  that  if  such 
a  look  back  rule  is  adopted  that  it  should  be  voluntary. 

2.  Repeal  $150,000  Compensation  Limit.  The  $150,000  limit  in  1974  (ERISA) 
dollars  is  about  $53,800  (assuming  5  percent  average  inflation).  This  is  far  below  the  $75,000 
that  represented  the  highest  amount  upon  which  a  pension  could  be  paid  under  the  then-new 
Code  Section  415.  This  cutback  has  hurt  several  groups  of  employees  -  owners  and  other  key 
employees  of  all  size  businesses  who  make  more  than  $150,000  and  mid-range  employees  and 
managers  (people  making  in  the  $50,0(X)  to  $70,000  range)  who  are  in  401(k)  plans  and  in 
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defined  benefit  plans.  Ultimately,  it  is  essential  for  this  country  to  do  everything  possible  to 
encourage  retirement  plan  savings  so  that  individuals  are  not  dependent  upon  the  government  for 
their  retirement  well-being.  This  cutback  is  perceived  by  key  employees  as  one  more 
disincentive  in  establishing  a  retirement  plan. 

The  1993  tax  change  which  reduced  compensation  that  can  be  counted  in  funding  a 
retirement  plan  from  $235,840  to  $150,000,  has  had  a  profoundly  negative  impact.  Described 
as  another  tax  on  the  rich,  it  actually  works  to  reduce  the  pension  of  employees  earning  as  little 
as  $35,000.  Since  pensions  are  eventually  taxed  when  distributed,  the  economy  is  hurt  in  two 
ways.  First,  the  pool  of  investible  capital  is  reduced,  and  second,  future  tax  revenues  are 
reduced  as  new  pressures  are  added  to  our  long  term  deficit  outlook.  For  the  owners  and 
employees,  it  means  a  less  secure  retirement. 

This  repeal  of  the  $150,000  compensation  limit  is  contained  in  the  pension  provisions 
of  the  Joint  Committee  on  Taxation  that  serves  as  the  basis  for  the  Ways  &  Means  markup. 
This  change  would  bring  back  a  much  needed  tax-incentive  to  encourage  companies  to  sponsor 
qualified  retirement  plans.  This  would  be  a  major  step  in  the  revitalization  of  retirement  plans 
for  small  businesses.  The  1995  White  House  Conference  on  Small  Business  specifically 
endorses  the  adoption  of  returning  the  compensation  and  benefit  levels  to  where  they  stood  in 
1992  (paragraph  b). 

3.  Repeal  the  15  Percent  Excise  Tax  .  From  a  policy  standpoint,  the  15%  excise 
tax  works  at  cross  purposes.  Basically,  this  tax  is  imposed  if  an  individual  removes  more  than 
a  certain  designated  amount  ($150,000  indexed  with  COLA)  per  year  from  all  retirement  plans 
and  IRAs.  The  result  of  this  is  that  people  are  penalized  from  taking  out  more  from  their 
retirement  plans  -  a  somewhat  peculiar  result  if  the  country  is  trying  to  promote  retirement 
security  and  is  trying  to  collect  taxes  on  tax  deferred  money  sooner  rather  than  later.  Finally, 
this  15%  excise  tax  hits  extremely  hard  at  the  death  of  the  individual  -  in  fact,  when  an 
individual  leaves  retirement  plan  assets  to  children,  it  is  not  unusual  for  80%  of  the  total  amount 
to  go  to  the  Federal  Government  in  taxes  -  income  tax,  estate  tax  (55%  tax  rate)  and  the  15% 
excise  tax!  At  the  end  of  this  statement  is  a  chart  which  shows  this  horrendous,  but  true 
situation. 

TTiis  penalty  tax  has  a  hidden  chilling  effect.  Many  practitioners  in  the  qualified 
retirement  plan  area  will  readily  tell  you  that  clients  routinely  ask  whether  they  have 
accumulated  "too  much "  in  the  retirement  plan  and  whether  the  plan  should  be  terminated.  This 
reference  to  having  "too  much"  in  the  plan  is  a  direct  reference  to  the  15%  excise  tax.  This 
code  section  encourages  small  businesses  to  reduce  contributions,  or  worse,  terminate  their 
retirement  plans. 

The  Treasury  Department  has  raised  the  concern  that  if  this  section  and  another  section 
discussed  below  (415(e))  were  to  be  repealed  that  some  individuals  would  be  able  to  have  too 
much  money  contributed  on  their  behalf  in  the  retirement  plan.   We  do  not  believe  this  would 
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prove  to  be  a  significant  problem  -  this  is  because  the  55  %  Federal  estate  tax  is  so  prohibitive 
that  almost  all  participants  want  to  receive  their  account  balances  during  their  retirement  rather 
than  having  it  slashed  by  more  than  half  by  Federal  estate  taxes. 

The  repeal  of  the  15%  excise  tax  is  contained  in  the  Ways  &  Means  markup  prepared 
by  the  Joint  Committee.  This  section  is  tremendously  complicated  and  penalizes  individuals 
from  taking  out  "too  much  "from  a  retirement  plan.  The  effect  of  this  is  to  delay  the  receipt 
of  income  taxes  on  this  money.  Repeal  of  this  section  would  simplify  the  system  significantly. 
The  1995  White  House  Conference  on  Small  Business  specifically  endorses  the  repeal  of  the 
unfair  15%  Excise  Tax  (paragraph  d). 

4.  Repeal  Family  Aggregation.  These  rules  require  a  husband  and  wife  and 
children  under  the  age  of  19  who  work  in  the  business  together  to  be  treated  as  one  person  for 
certain  plan  purposes.  The  family  aggregation  rules  discriminate  unfairly  against  spouses  and 
children  employed  in  the  same  business.  There  is  no  justification  for  them.  The 
Administration  and  the  Pryor-Hatch  proposals  both  call  for  a  repeal  of  these  unfair  provisions. 
(It  appears  that  the  Ways  &  Means  markup  also  calls  for  a  repeal,  but  it  is  not  entirely  clear.) 

The  1995  White  House  Conference  on  Small  Business  specifically  endorses  the  repeal  of  the 
Family  Aggregation  Rules  that  Penalize  Family  Owned  Businesses  (paragraph  e). 

5.  Change  GATT  Lump  Sum  Provisions.  Section  415  of  the  Internal  Revenue 
Code  limits  the  maximum  single  sum  benefit  allowed  to  be  paid  to  a  participant.  The  new 
GATT  law  requires  that  lump  sum  benefits  in  a  defined  benefit  plan  be  calculated  using  a  30- 
year  Treasury  rate  rather  than  a  stated  interest  assumption  set  out  in  the  plan  document.  Some 
data  suggests  that  the  30  Year  Treasury  Rate  has  approximately  80%  of  the  volatility  of  the 
stock  market.  Small  plans  simply  cannot  fund  properly  for  a  moving  target.  When  combined 
with  a  50%  tax  for  overfunding  and  a  10  to  100%  tax  for  underfunding,  this  law  works  a  real 
hardship  on  small  to  mid-size  defined  benefit  plans. 

Also,  the  Gatt  Lump  Sum  Provision  represents  a  clear  benefit  cut  back  for  those 
participating  in  a  small  pension  plan.  For  the  participant  in  a  large  plan,  this  change  could 
simply  result  in  a  decision  to  take  the  annual  payments  instead  of  the  Lump  Sum  Distribution, 
but  for  the  participant  in  the  small  pension  plan  where  plan  maintenance  after  retirement  is  not 
a  sure  bet,  GATT  has  just  cut  the  benefit  allowed  by  over  20%.  This  is  clearly  a  step  away 
from  the  Tax  "Equity"  between  participants  in  small  plans  and  participants  in  large  plans. 

TTiere  is  a  workable  solution  -  the  law  should  be  changed  so  that  the  lump  sum 
distribution  is  based  on  a  set  interest  factor  set  forth  in  the  plan  (say  between  5%  and  8%)  or 
the  30  year  Treasury  rate,  provided  the  plan  makes  a  one  time  irrevocable  election  so  that  all 
participants  are  treated  the  same.  We  understand  that  Senator  Kyi  will  be  introducing  this  bill 
in  the  near  future.  This  change  is  not  discussed  in  the  Administration's  proposals  or  in  the 
Pryor-Hatch  bill.  The  Gatt  problem  is  addressed  in  the  Ways  &  Means  maHcup  but  it  is  not 
as  good  as  the  change  proposed  above  because  it  would  require  an  actuary  to  still  be  funding 
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for  a  moving  target  rather  than  a  set  one.  The  1995  White  House  Conference  on  Small 
Business  indirectly  endorses  the  change  to  the  Gatt  Lump  Sum  Provision  by  calling  for  the 
repeal  of  all  defined  benefit  plan  rules  enacted  after  1985  (paragraph  k  of  the 
recommendation). 

[At  first  blush  this  particular  paragraph  of  the  Conference  Recommendation  may  seem 
radical  compared  to  the  other  suggestions,  but  keep  in  mind  that  the  onslaught  of  complexity  and 
cut  back  in  benefits  brought  on  by  wave  after  wave  of  legislation  and  regulation  hit  the  small 
business  defined  benefit  plan  so  hard  as  to  put  it  on  the  endangered  list.  This  particularly  hurt 
the  small  business  owner  who  was  unable  to  sponsor  a  retirement  plan  in  the  earlier  years  of  the 
business  because  profits  were  unstable  at  best.  Thus,  the  delegates  reasoned  that  a  total  roll 
back  to  a  time  when  small  business  defined  benefit  plans  were  flourishing  was  the  best  answer.] 

6.  Repeal  401(a)(26)  for  All  Qualified  Retirement  Plans  or  Alternatively  for 
Defined  Contribution  Plans.  The  original  intent  of  Congress  was  to  limit  this  Code  Section 
only  to  defined  benefit  plans.  Total  repeal  of  this  section  is  contained  in  the  Ways  &  Means 
markup.  Repeal  of  this  section  as  far  as  defined  contribution  plans  is  included  in  both  the 
Pryor-Hatch  bill  and  the  Administration  proposals.  Total  repeal  is  preferable,  but  limiting  the 
section  to  only  defined  benefit  plans  is  significantly  better  than  current  law. 

The  1995  White  House  Conference  on  Small  Business  specifically  endorses  the  repeal  of 
401(a)(26)  for  defined  contribution  plans  (paragraph  h). 

7.  Provide  an  Exclusion  from  Estate  Tax  for  Retirement  Plan  and  IRA  Assets 
to  Avoid  Double  Taxation  (they  are  already  subject  to  income  tax).  This  was  speciflcally 
endorsed  by  the  1995  White  House  Conference  on  Small  Business  (paragraph  c  of  the 
recommendation).  Qualified  estate  tax  attorneys  know  that  the  last  asset  a  person  wants  to  own 
at  death  is  a  significant  retirement  plan  account.  This  is  because  the  Federal  taxation  on  this 
asset  is  confiscatory  -  up  to  80%  in  some  cases.  Years  ago,  all  retirement  plan  assets  were 
excluded  from  estate  taxes,  then  for  a  short  while,  the  first  $100,000  of  retirement  plan  assets 
were  excluded  -  today  -  all  plan  assets  are  included.  Either  the  estate  tax  rates  have  to  drop 
significantly  and/or  the  $600,000  credit  has  to  be  increased  or  some  sort  of  exemption  for 
retirement  plan  assets  has  to  be  developed.  We  believe  that  any  member  of  this  Congress  would 
admit  that  a  Federal  tax  of  80%  is  simply  not  fair.  Faced  with  the  possibility  of  such  a  tax  it 
is  not  hard  to  see  why  many  business  owners  are  "plan  shy"  and  would  rather  invest  their  excess 
profits  elsewhere. 

8.  Repeal  Code  Section  401(a)(9)  for  Plans  and  EflAs.  The  minimum  distribution 
provisions  are  extraordinarily  complicated  with  too  many  technical  rules.  This  Code  Section  has 
outlived  its  business  purpose  since  pension  and  IRA  accounts  are  subject  to  punitive  estate  taxes. 
The  delay  in  benefit  receipts  is  a  self-correcting  problem,  since  anyone  foolish  enough  to  not 
take  lifetime  pension  or  IRA  distributions  will  be  heavily  taxed  through  the  estate  tax.  This  is 
not  addressed  in  any  simplification  bill  to  date  and  appears  to  be  a  bold  move.  Upon  reflection 
though,  repeal  of  this  section  would  probably  not  affect  revenue  or  pension  policy  adversely. 


57 


If  such  a  repeal  were  accomplished,  the  simplification  to  the  retirement  system  and  the  tax 
code  would  be  enormous. 

9.  Simplify  the  Definition  of  Highly  Compensated  Employee  and  the  Definition 
of  Compensation.  The  Pryor-Hatch  Bill  is  the  choice  here  except  we  would  recommend  the 
threshold  be  $100,000  and  it  should  be  irrelevant  whether  someone  is  a  5%  owner  of  the 
company.  We  also  believe  that  simplifying  the  definition  of  compensation  for  all  purposes  is 
desirable.  The  1995  White  House  Conference  on  Small  Business  specifically  endorses  the 
simplification  of  the  definition  of  highly  compensated  employee  (paragraph  a). 

10.  Repeal  OBRA  '87  Current  Liability  (150  percent)  Rule  in  IRC  412(c)(7) .  This 
is  a  very  technical  issue,  but  basically  defined  benefit  plans  are  not  allowed  to  fund  in  a  level 
fashion.  Code  Section  412(c)(7)  was  amended  to  prohibit  funding  of  a  defined  benefit  plan 
above  150  percent  of  current  "termination  liability."  This  is  misleading  because  termination 
liability  is  often  less  that  the  actual  liability  required  to  close  out  a  plan  at  termination,  and  the 
limit  is  applied  to  ongoing  plans  which  are  not  terminating.  In  effect,  current  law 
inappropriately  mortgages  benefit  promises  by  prohibiting  the  level  funding  that  is  the  reasonable 
way  for  plans  to  fulfill  benefit  obligations  and,  instead,  requires  plans  to  be  funded  with 
payments  which  escalate  in  later  years.  The  full  funding  limitation  should  be  based  on  ongoing 
(projected)  liabilities,  and  not  on  termination  liability.  The  1995  White  House  Conference  on 
Small  Business  indirectly  endorses  this  change  by  calling  for  the  repeal  of  all  defined  benefit 
plan  rules  enacted  after  1985  (paragraph  k). 

11.  Repeal  415(e).  The  complex  Section  415(e)  fraction  is  designed  to  ensure  that 
an  individual  does  not  receive  a  full  benefit  from  both  a  defined  benefit  plan  and  a  defined 
contribution  plan.  This  fraction  is  so  complex  that  an  actuary  is  required  to  calculate  it. 
Rumors  persist  that  this  fraction  is  only  reviewed  by  IRS  in  the  context  of  privately  held 
companies.  The  repeal  of  415(e)  is  currently  contained  in  both  the  Pryor-Hatch  Bill  and  the 
Administration's  proposals.  The  repeal  of  both  the  15%  excise  tax  and  415(e)  is  contained 
in  the  Ways  &  Means  markup  prepared  by  the  Joint  Committee.  Repeal  of  this  section  would 
simplify  the  law  and  have  little  to  no  detrimental  impact  on  the  tax  system. 

12 .  Repeal  Top  Heavy  Rules.  These  rules  are  duplicative  of  many  other  qualification 
requirements.  They  now  operate  primarily  as  a  "trap  for  the  unwary"  for  mid-size  businesses  - 
this  is  because  distributions  to  non-key  employees  do  not  count  in  the  mathematical  60%  test, 
but  distributions  to.key  employees  do  count  for  a  five  year  period.  Also,  in  most  businesses  the 
key  employees  tend  to  stay  while  non-key  employees  tend  to  move  around  more.  These  rules 
have  always  been  an  unfair  burden  singling  out  only  small  to  mid-size  businesses.  These  rules 
require  record  keeping  by  the  business  on  an  ongoing  5  year  basis.  The  Ways  &  Means  markup 
calls  for  a  repeal  of  the  top  heavy  rules.  It  would  significantly  simplify  the  retirement  system 
with  little  to  no  detriment  to  any  policy  adopted  by  Congress  during  the  last  decade. 

We  believe  that  Treasury's  opposition  to  repeal  is  somewhat  misplaced.   The  Treasury 
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stated  in  a  written  statement  to  the  Ways  &  Means  Committee  that  the  reason  they  are  opposed 
to  total  repeal  is  because  they  would  prefer  eliminating  top  heavy  rules  for  small  employers 
through  use  of  a  NEST.  But  a  NEST  is  nothing  more  than  a  SEP  in  new  clothing  and  in  the 
long  run  true  retirement  security  for  employees  is  better  served  by  strengthening  qualified 
retirement  plans  rather  than  SEPs.  This  is  simply  because  employees  more  often  than  not 
remove  the  money  from  SEPs  and  spend  it  -  the  forced  savings  feature  of  a  qualified  retirement 
plan  is  not  present.  While  we  appreciate  that  for  start-up  companies  or  micro  businesses,  a  SEP 
may  be  a  good  first  step  into  the  retirement  plan  system,  it  should  only  be  viewed  as  a  starter 
plan  and  the  company  should  be  encouraged  to  enter  the  qualified  retirement  system  as  soon  as 
possible.  By  making  the  SEP  rules  "better"  than  the  qualified  retirement  system,  the  reverse  is 
achieved  and  a  bonus  plan  is  not  what  the  country  needs  to  ensure  that  its  long  term  retirement 
needs  are  met. 

13.  Tax  Credit  For  Establishing  Qualified  Retirement  Plans.  A  start  up  credit 
similar  to  that  found  in  Senator  Pryor-Hatch  's  bill  is  clearly  an  incentive  for  small  businesses 
to  begin  sponsoring  plans.  Personal  service  organizations  should  not  be  excluded  -  it  makes 
no  sense  to  distinguish  between  these  companies  and  other  small  businesses  and  there  is  no 
reason  why  as  a  country  we  should  not  want  to  encourage  retirement  plan  coverage  for 
employees  of  a  personal  service  organization  as  compared  to  any  other  small  business. 

14.  Simplify  and  Expedite  the  Prohibited  Transaction  Exemption  Process.  TTtis 
is  in  the  Administration  proposal  and  it  is  excellent. 

15.  Change  in  415  Definition  of  Compensation  for  Government  Plans  and 
Multiemployer  Plans  -  Any  changes  ^hould  be  extended  to  all  employers,  public  or  private,  or 
do  not  change  for  anyone.   Equity  in  the  system  -  between  public  and  private  is  important. 

The  NEST  or  the  Pryor-Hatch  Bill's  changes  to  the  SARSEP  are  fine.  Money  should 
be  required  to  stay  in  the  NEST  or  SEP  for  at  least  two  years  so  that  there  is  at  least  a 
possibility  that  an  employee  will  keep  it  in  the  IRA  for  some  length  of  time.  Also,  the  employer 
should  be  able  to  establish  the  NEST  or  SEP  rather  than  requiring  the  employees  to  do  so.  Our 
advisors  tell  us  that  employees  take  out  their  SEP  funds  almost  immediately  and  see  a  SEP  as 
nothing  more  than  a  bonus  plan.  We  do  not  believe  that  a  SEP  is  as  desirable  to  a  company 
from  the  viewpoint  of  recruitment  and  retention  of  key  and  non-key  employees  for  a  small 
business.   The  401(k)  plan  is  a  far  more  desirable  plan  in  the  long  run  than  a  SEP. 

Ten  years  ago,  when  the  voluntary  retirement  system  was  stable  and  the  rules  were  clear, 
the  system  was  flourishing  and  retirement  plans  were  being  established  by  privately  held 
companies  in  record  numbers.  We  know  from  tax  advisors  from  all  over  the  country  that 
retirement  plans  for  small  businesses  were  being  established  in  record  numbers.  Stable  small 
businesses  were  adopting  plans  because  it  became  evident  to  the  owners  of  these  businesses  that 
a  qualified  retirement  plan  was  the  best  way  to  save  for  retirement  and  to  retain  good  staff 
employees.   Costs  of  the  plan  were  in  a  good  balance  with  the  benefits  to  be  derived  ft"om  the 
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plans  -  so  plans  were  being  adopted. 


It  is  important  to  recognize  that  retirement  plans  sponsored  by  small  businesses  operate 
under  a  most  stringent  and  complicated  statutory  and  regulatory  system.  There  are  rules  as  to 
the  rights  of  spouses,  the  amounts  of  contributions  that  must  be  given  to  non-highly  compensated 
employees,  limitations  on  contributions  for  key  employees,  required  vesting  schedules,  etc.,  etc. 
These  limitations  and  rules  are  now  so  complicated  that  the  costs  of  sponsoring  a  retirement  plan 
often  outweigh  the  benefits  that  a  small  business  can  reasonably  expect  to  obtain.  By  maldng 
the  changes  listed  above,  the  cost/benefit  ratio  will  be  brought  back  into  line  and  most  of  the 
suggested  changes  are  revenue  neutral.  The  SBC  A,  SBLC  and  NAWBO  respectfully  submit  that 
these  changes  will  dramatically  improve  the  system. 
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STATEMENT 

on 

PENSION  SIMPLIFICATION 

before  the 

HOUSE  COMMITTEE  ON  SMALL  BUSINESS 

for  the 

U.S.  CHAMBER  OF  COMMERCE 

by 

Sam  Gilbert 

September  8, 1995 

Madam  Chairwoman  and  members  of  the  Committee,  my  name  is  Sam  Gilbert. 
I  am  President  of  United  Plan  Administrators,  Inc.,  a  benefits  consulting  firm  in 
Westlake  Village,  California.   I  recently  represented  the  State  of  California  as  a 
delegate  to  the  White  House  Conference  on  Small  Business.   I  also  serve  on  the  U.S. 
Chamber  of  Commerce  Health  and  Employee  Benefits  Committee,  and  appear  today 
on  behalf  of  the  U.S.  Chamber  f^ederation. 

The  Chamber  Federation  represents  215,000  businesses  (96  percent  of  which 
have  fewer  than  100  employees,  68  percent  of  which  have  fewer  than  ten  employees), 
3,000  state  and  local  chambers  of  commerce,  1 ,200  trade  and  professional 
associations,  and  72  American  Chambers  of  Commerce  abroad.  We  appreciate  this 
opportunity  to  present  our  views  on  the  various  pension  simplification  proposals 
currently  pending  before  Congress. 
Background 

The  Employee  Retirement  Income  Security  Act  of  1974  (ERISA)  was  enacted  to 
protect  the  interests  of,  and  provide  security  to,  participants  and  beneficiaries  of 
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private-sector  employee  benefit  plans.   However,  during  ERISA's  brief  history, 
Congress  has  subjected  pension  and  other  retirement  plans  to  ever-expanding 
legislative  and  regulatory  change.   In  fact,  throughout  the  1980's,  the  laws  applicable 
to  ERISA  plans  were  amended  almost  annually,  making  it  virtually  impossible  for 
employers  -  and  in  particular  smaller  employers  ~  to  keep  pace  with  constantly 
changing  rules.  Today,  we  are  at  a  point  where  the  complex  regulatory  environment 
within  which  employers  of  every  size  must  operate  acts  more  as  a  deterrent  to  the 
establishment  or  continuation  of  retirement  plans,  rather  than  as  a  protector  or 
promoter  of  retirement  income  for  America's  workers. 

The  small  business  community  in  particular  finds  plan  sponsorship  an 
increasingly  difficult,  if  not  impossible,  endeavor  in  the  current  regulatory  environment. 
The  costs  associated  with  plan  sponsorship  are  simply  too  high.   A  study 
commissioned  by  the  Pension  Benefit  Guaranty  Corporation  (PBGC),  the  federal 
agency  that  insures  benefits  ur^der  defined  benefit  pension  plans,  provides  a  telling 
story  of  the  rise  in  administrative  costs  associated  with  pension  plan  sponsorship.^ 
The  study  found  that  for  small  employers  (with  15  or  fewer  employees),  administrative 
costs  associated  with  sponsoring  retirement  plans  skyrocketed  during  the  1980's.   For 
example,  administrative  costs  for  defined  benefit  plans  increased  181  percent  during 
the  1980's,  and  is  now  over  $450  per  participant.^  For  defined  contribution  plans,  the 


'  Pension  Plan  Expense  Study  for  the  Pension  Benefit  Guaranty  Corporation, 

Hay/Huggins  Company,  Inc.,  September  1990. 

^  See  Pension  Plan  Expense  Study  for  the  Pension  Benefit  Guaranty 

Corporation,  Hay/Huggins  Company,  Inc.,  September  1990,  p.  2. 
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increase  was  almost  100  percent  over  the  same  period,  with  costs  now  exceeding 
$225  per  participant.^  ERISA's  regulatory  scheme  now  forces  small  employers  to 
spend  their  limited  financial  resources  on  plan  compliance,  rather  than  on  retirement 
benefits.    The  end  result  is  a  plan  sponsorship  rate  among  small  employers  under  20 
percent,  leaving  a  large  segment  of  our  workforce  without  pension  coverage.^ 
Legislative  Proposals 

It  is  because  of  our  concern  with  low  coverage  rates  among  small  employers, 
and  the  compliance  burdens  on  plans  of  all  sizes,  that  we  look  favorably  upon  the 
pension  simplification  proposals  currently  before  Congress.   These  include  H.P..  2037, 
the  "Pension  Simplification  Act  of  1995"  {and  the  Senate  companion  bill  S.  1006),  the 
"Description  of  Miscellaneous  Tax  Proposals"  before  the  House  Ways  and  Means 
Committee  (published  July  10,  1995),  which  includes  H.R.  3419  from  the  103rd 
Congress  along  with  additional  simplification  measures,  and  the  Clinton 
Administration's  proposal  "Simplifying  Pensions."   Most  of  the  provisions  within  these 
proposals  are  not  new,  having  been  included  in  legislation  passed  by  prior 
Congresses  (which  were  ultimately  vetoed  as  part  of  larger  bills),  or  in  the  case  of  H.R. 
3419,  by  the  House  of  Representatives  during  the  103rd  Congress.   The  changes 
provided  for  in  these  measures  are  incremental,  and  are  limited  to  some  of  the  more 
egregious  provisions  of  the  Internal  Revenue  Code  (Code)  affecting  the  private 


^  Ibid. 

*  Employee  Benefit  Research  Institute,  "Databook  on  Employee  Benefits," 

Third  Edition,  1995,  p.  79. 
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retirement  system.   While  the  proposed  changes  may  not,  singularly,  result  in 
increased  coverage  among  small  employers,  taken  as  a  whole  they  represent  a 
meaningful  first  step  to  encourage  plan  sponsorship  among  the  small  business 
community. 

Listed  below  are  provisions  that  are  included  in  one  or  all  of  the  simplification 
proposals,  and  which  we  believe  are  necessary  if  small  employers  are  to  be 
encouraged  to  sponsor  retirement  plans.  They  are  as  follows: 

1.  401  (k)  Plans  -  Safe  Harbors 

Each  of  the  proposals  would  amend  the  Code  to  allow  employers  the  option  of 
designing  a  401  (k)  plan  in  such  a  manner  so  as  to  avoid  nondiscnmination  testing. 
This  simplifies  plan  administrative  functions  and  reduces  compliance  costs.   While  the 
proposals  are  similar  in  that  they  provide  for  two  safe  harbor  plan  designs,  we  are 
concerned  with  the  Clinton  Administration's  proposal  in  that  it  requires  nonelective 
employer  contributions,  on  behalf  of  all  nonhighly  compensated  employees,  under 
both  plan  designs.   H.R.  2037  and  H.R.  3419  limit  nonelective  employer  contributions 
to  one  of  the  safe  harbor  plan  designs,  which  we  support.   We  oppose  any  proposals 
that  would  require  nonelective  employer  contributions  as  a  pari  of  both  safe  harbor 
plan  designs. 

2.  Simplified  Emplovee  Pensions 

Both  H.R.  2037  and  H.R.  3419  would  expand  the  availability  of  salary  reduction 
simplified  employee  pensions  (SARSEPs)  to  small  employers.   The  bills  would  allow 
employers  with  up  to  100  employees  to  offer  such  plans,  and  would  eliminate  the 
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requirement  that  at  least  one-half  of  the  employees  participate  in  the  plan. 
H.R.  2037  further  allows  employers  who  sponsor  SARSEPs  to  utilize  the  401  (k)  safe 
harbors  discussed  above  to  satisfy  applicable  nondiscrimination  provisions.  We 
support  the  expansion  of  SARSEPs  along  the  lines  set  forth  in  H.R.  2037. 

The  Administration  has  also  proposed  a  simplified  employee  pension  called  the 
National  Employee  Savings  Trust  (NEST),  which  would  be  available  to  employers  with 
100  or  fewer  employees.  Although  the  NEST  has  many  favorable  features,  we  remain 
concerned  with  the  low  deferral  limit  ($5,000),  the  nonelective  employer  contribution 
requirements  for  both  safe  harbor  plan  designs,  as  well  as  the  rolling  withdrawal  rule. 
However,  several  of  the  NEST's  provisions,  such  as  providing  for  safe  harbor  plan 
designs  (absent  the  requirement  for  nonelective  employer  contributions  in  all  safe 
harbor  options),  elimination  of  top-heavy  rules,  and  simplified  eligibility  requirements, 
are  features  we  support  for  expansion  of  simplified  employee  pensions. 

3.   Family  Agoregation  Rules 

Each  of  the  proposals  would  repeal  family  aggregation  rules.   Under  current 
law,  a  highly  compensated  employee  who  is  either  a  5  percent  owner  or  one  of  the 
ten  most  highly  compensated  employees,  and  all  family  members  who  are  also 
employees  of  the  employer,  are  treated  as  a  single  highly  compensated  employee  for 
purposes  of,  among  other  things,  determining  the  limits  on  contributions  and  benefits 
under  a  qualified  plan.  This  may  unfairly  result  in  reduced  benefits  for  family  members 
of  highly  compensated  employees.   It  serves  no  useful  purpose  and  greatly 
complicates  plan  administration. 
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4.  Highly  Compensated  Employees 

The  proposals  all  seek  to  simplify  the  definition  of  a  highly  compensated 
employee,  for  which  a  determination  under  current  law  involves  complex  and  costly 
testing.   Furthermore,  the  law  unfairly  requires  many  small  employers  with  a  low  wage 
workforce  where  no  employees  are  highly  compensated  to  nonetheless  include  their 
highest  paid  officer  as  a  highly  compensated  employee.  The  result  can  be  reduced 
benefits  for  employees  who  otherwise  would  not  be  affected  by  the  rules. 

The  proposed  changes  simplify  the  definition  and,  in  the  case  of  H.R.  2037, 
eliminate  the  requirement  that  the  highest  paid  officer  be  considered  a  highly 
compensated  employee  regardless  of  whether  that  person  meets  the  ownership  or 
compensation  limits.  We  do  note  that  the  salary  thresholds  set  forth  in  H.R.  2037  and 
the  Administration's  proposal  ($80,000  -  indexed  annually)  are  more  realistic  than  the 
amount  in  H.R.  3419  ($66,000  -  indexed  annually),  and  would  better  serve  the  goals  of 
the  simplified  definition. 

5.  Top-Heavy  Rules 

H.R.  2037  and  the  Administration's  NEST  proposal  both  would  exempt  plans 
with  no  highly  compensated  employees  from  top-heavy  rules.  The  top-heavy 
provisions  are  particularly  difficult  for  small  employers  and  apply  even  when  owners 
and  officers  are  not  highly  compensated.  Tying  the  top-heavy  rules  to  a  salary 
threshold  reduces  the  likelihood  that  a  small  employer  with  no  highly  compensated 
employees  will  be  covered.   H.R.  3419  does  not  contain  this  provision,  although 
included  elsewhere  within  the  miscellaneous  tax  proposals  is  a  provision  to  repeal  the 
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top-heavy  rules,  which  we  would  also  support. 

6.  Minimum  Participation  Rules 

Each  of  the  proposals  would  repeal  the  minimum  participation  rules  for  defined 
contribution  plans.  The  current  minimum  participation  rules  are  unnecessary  and 
decrease  coverage  among  small  employers  with  less  than  50  employees  and  who 
cannot  achieve  40  percent  coverage  of  all  employees. 

7.  Leased  Employees 

Both  H.R.  2037  and  H.R.  3419  would  simplify  the  criterion  for  defining  "leased 
employees"  by  replacing  the  current  law  "historically  performed"  test  with  a  "control" 
test.  We  support  simplification  of  the  leased  employee  definition. 

8.  Tax  Credit  for  Small  Employers 

H.R.  2037  would  provide  small  employers,  who  have  not  maintained  a  qualified 
retirement  plan  in  the  preceding  two  years,  with  a  tax  credit  of  up  to  $1 ,000  to  help 
defray  start-up  costs  associated  with  initiating  a  qualified  retirement  plan.   This 
provision  may,  in  conjunction  with  simplification,  provide  incentives  for  small  employers 
to  initiate  pension  coverage  for  their  employees. 

These  reform  provisions,  along  with  other  legislative  changes  included  in 
H.R.  2037,  the  miscellaneous  tax  proposals  (including  H.R.  3419),  and  the 
Administration's  proposal,  will  encourage  small  employers  to  establish  retirement 
plans  for  their  employees  while  easing  administrative  burdens  and  expenses.  The 
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changes  may  also  prompt  employers  who  have  terminated  their  plans  in  recent  years 
to  come  back  into  the  retirement  system.   While  there  will  remain  certain  costs 
associated  with  plan  sponsorship,  the  overall  time  and  expense  of  ensuring  regulatory 
compliance  should  be  reduced,  allowing  employers  to  better  utilize  scarce  resources 
to  provide  retirement  savings  opportunities  for  their  employees. 

While  the  provisions  highlighted  above  are  a  necessary  first  step  toward 
increasing  small  plan  coverage,  additional  changes  advocated  by  the  Chamber  should 
also  increase  coverage  while  providing  relief  from  ERISA's  statutory  and  regulatory 
burdens.   Thus,  the  following  should  also  be  included  in  pension  simplification:   repeal 
of  section  415(e);  amendment  of  the  section  415  definition  of  compensation  to  include 
therein  elective  deferrals  under  401  (k)  plans  and  employee  pre-tax  contributions  to 
section  125  and  section  457  plans;  allowing  the  use  of  prior  year  data  for  purposes  of 
compensation  deferral,  matching,  and  after-tax  contribution  testing   (although  such 
usage  should  be  voluntary  and  not  mandatory);  repeal  of  plan  aggregation  rules 
applicable  to  self-employed  individuals;  allowing  for  contributions  on  behalf  of 
disabled  participants;  allowing  tax-exempt  organizations  -  such  as  local  chambers  of 
commerce,  to  sponsor  401  (k)  plans  for  their  employees;  providing  regulatory  relief  for 
small  employers;  repeal  of  the  $150,000  compensation  limit  imposed  for  calculating 
employer  deductions  for  contributions  to  a  plan  and  for  determining  the  amount  of  a 
participant's  benefits;  and  repeal  of  the  full-funding  limitation  (currently  set  at  150 
percent  of  current  liability).  These  changes  are  included  within  the  simplification 
and/or  the  miscellaneous  tax  proposals  currently  under  consideration.   Repeal  or 
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amendment  of  these  Code  provisions  will  further  simplify  plan  administration,  increase 
plan  funding,  and  provide  greater  retirement  security  for  employees  at  all  income 
levels. 
Conclusion 

The  small  business  community  is  a  vibrant  and  growing  segment  of  our 
economy.  The  majority  of  job  growth  experienced  over  the  past  several  years  is 
concentrated  within  this  group,  and  is  anticipated  to  continue  into  the  future.   Because 
the  small  business  community  collectively  represents  such  a  large  segment  of  our 
workforce,  the  retirement  planning  needs  of  small  employers  should  be  reflected  in  this 
nation's  retirement  policy.  Yet,  the  opposite  is  true.  The  current  regulatory 
environment  discourages  small  business  sponsorship  of  retirement  plans. 

If  we  as  a  country  are  committed  to  increasing  savings  and,  equally  as 
important,  in  providing  our  citizens  with  the  means  to  prepare  adequately  for  their 
retirement  years,  we  must  encourage  all  employers  to  offer  vehicles  for  saving. 
Congress  understands  the  need  to  reform  the  private  retirement  system.   Having  twice 
passed  similar  pension  simplification  proposals.  Congress  has  shown  its  willingness  to 
address  the  current  problems  afflicting  the  system.   With  an  Administration  that 
supports  simplification,  and  bipartisan  support  in  Congress,  now  is  the  time  to  enact 
sensible  reform  legislation  that  would  repeal  unnecessary  regulations  and  simplify 
others. 

The  Chamber  will  continue  to  work  in  support  of  simplification  proposals  that 
will  expand  coverage  among  small  employers.  We  appreciate  the  opportunity  to  work 
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with  Congress  on  this  important  issue.   I  would  be  pleased  to  answer  any  of  your 
questions. 
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Thank  you  for  this  opportunity  to  testify  before  you  today.   I 
understand  that  the  members  are  extremely  busy  this  week  and  so  I 
will  be  very  brief  as  you  have  requested. 

Pension  reform  has  been  an  area  of  interest  for  the  Office  of 
Advocacy  for  a  number  of  years.   In  addition  to  our  extensive 
research,  we  have  met  with  the  White  House,  the  Treasury 
Department,  small  business  focus  groups  and  interested  members  of 
Congress  in  an  effort  to  present  the  problem  and  urge  that  a 
suitable  method  be  found  that  would  help  small  businesses  provide 
this  basic  benefit  to  their  employees. 

I  am  not  here  as  an  expert  on  pension  plans,  you  have  heard 
already  from  some  of  the  very  best.   First  and  foremost.  Madam 
Chairman,  I  can  recount  my  personal  experiences  as  a  small 
businessman  setting  up  a  defined  benefit  plan  and  also  a  SEP  to 
cover  myself  and  my  employees.   The  defined  benefit  plan  was 
extremely  difficult  and  I  count  myself  among  the  two  thirds  of 
small  businesses  that  list  regulatory  complexity  and  high 
administrative  costs  as  the  reason  for  termination.   My  primary 
motivation  was  to  provide  some  financial  security  to  my  employees 
to  help  me  retain  the  best  workforce.   The  fact  that  tax 
incentives  were  available  made  this  an  advantageous  way  to  reward 
them.   Office  of  Advocacy  studies  show,  however,  that  pension 
plans  are  not  at  the  top  of  the  list  of  benefits  offered  by  small 


^      The  views  expressed  in  this  document  are  solely  those  of 
the  Chief  Counsel  of  Advocacy  and  may  not  necessarily  reflect  the 
views  of  the  U.S.  Small  Business  Administration  or  the 
Administration 
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firms  ^  and  that  was  true  in  my  companies.   Generally,  in 
addition  to  the  usual  vacation  and  sick  leave,  my  employees  were 
provided  health  insurance,  life  insurance  and  finally,  pension 
plans.   It  is  important  to  note  that  both  health  insurance  and 
life  insurance  are  offered  through  third  parties,  private 
institutions,  which  take  care  of  most  of  the  paperwork  headaches 
for  a  small  employer.   This  made  it  much  easier  for  me  to  provide 
such  benefits  than  it  was  to  set-up  a  pension  plan. 

Secondly,   I  am  here  to  provide  for  the  Committee  and  staff  the 
results  of  some  of  the  research  done  by  the  Office  of  Advocacy  on 
pension  plans  and  the  need  to  increase  small  business 
participation.   Last  year,  we  published  a  study  in  our  annual 
State  of  Small  Business  -  A  Report  of  the  President   entitled 
"Pension  Coverage  and  Costs  in  Small  and  Large  Businesses".   The 
study  reviewed  in  detail  the  lack  of  small  business  participation 
in  pension  plans  and  the  primary  reasons  therefore.  It  contains 
hard  data  and  survey  results  indicating  how  many  small  businesses 
use  pension  plans  and  why.   I  will  leave  it  to  the  discretion  of 
the  Committee  whether  to  include  the  study  in  the  record  of 
today's  hearing.   Copies  have  been  provided  to  the  Committee  with 
my  testimony  and  additional  copies  of  full  report  are  available 
to  the  public  from  the  Government  Printing  Office. 

Let  me  underscore  some  of  the  basic  facts  about  small  businesses 
and  pension  plans.  When  we  talk  of  limited  participation  by  small 
businesses  in  pension  plans,  we  are  generally  speaking  of  very 
small  firms.   98.3%  of  the  businesses  in  this  country  have  under 
one  hundred  employees;  yet  in  1993,  only  24%  of  these  firms 
offered  pension  plans  to  their  employees.   Unfortunately,  the 
smaller  a  company  is,  the  lower  the  participation  rate.   Our 
study  shows  that  only  13.3%  of  firms  under  25  employees  (92%  of 
all  firms  and  about  2  0%  of  the  workforce)  offer  pension  plans. 
(See  Table  2.10) 

While  firms  which  have  never  offered  a  plan  are  understandably 
intimidated  by  the  prospect  of  undertaking  a  new,  and  what  they 
perceive  to  be  complicated,  obligation,  it  is  more  alarming  to 
review  the  survey  results  of  those  small  businesses  which  have 
offered  plans  and  then  decided  to  terminate  them.  Table  2-11 
lists  the  reasons  for  plan  termination  given  by  small  businesses. 
50%  listed  costly  and  burdensome  federal  regulations  as  the 
reason  they  withdrew  their  pension  plan  and  another  16%  list  high 
administrative  costs.   Our  study  found  that  it  is  about  3  to  4 
times  more  costly  for  a  small  firm  (under  25  employees)  to  create 
and  administer  a  pension  plan  than  for  a  large  firm  (over  200 


^  see  Table  2.1,  State  of  Small  Business  -  A  Report  of  the 
President  -  1993;  Chapter  2:  "Pension  Coverage  and  Costs  in  Small 
and  Large  Businesses";  Prepared  by  Office  of  Advocacy  Feb.  1994; 
Government  Printing  Office. 


74 


employees)  due  largely  to  the  complexity  and  the  inability  of 
small  firms  to  achieve  economies  of  scale,  (see  Table  #2.6).  In 
spite  of  tax  advantages,  current  law  and  regulations  are  proving 
to  be  a  disincentive  to  some  businesses  that  want  to  offer  basic 
pension  benefits  to  their  employees. 

Whether  small  firms  (under  100  employees)  can  be  persuaded  to 
participate  in  pension  plans  is  a  significant  consideration  for 
policymakers  particularly  since  their  employees  make  up  38.6%  of 
the  workforce. . .roughly  36  million  people.   At  a  time  when  our 
nation's  institutional  protections  for  an  aging  population  are 
strained  to  the  limit  and  national  savings  are  at  a  record  low 
level,  non-participation  in  pension  plans  on  this  scale  poses  a 
serious  economic  problem.   Additionally,  small  businesses  which 
do  not  or  can  not  provide  pension  plans  have  a  significant 
disadvantage  in  the  competition  to  attract  the  best  workers.   Our 
projections  indicate  that  the  problem  will  get  worse  as  we  move 
into  the  21st  century  because  we  predict  that  the  growth  of  the 
workforce  will  slow  making  competition  even  tougher.  ^ 

These  problems  need  to  be  solved  to  increase  small  business 
participation  in  pension  plans  and  they  are  not  unsolvable; 
indeed,  the  committee  has  bills  and  proposals  under  consideration 
today  that  will  help  tremendously.    An  important  part  of  any 
plan  for  pension  reform  brought  to  Congress  should  be  a  mechanism 
designed  to  provide  coverage  for  our  smallest  businesses. 
Congress  should  be  mindful  that  these  businesses  are  reluctant  to 
take  the  leap  into  the  obligations  of  a  pension  plan  and  that 
complex  regulations  paperwork  and  administration  will  drive  them 
away.    I  hope  that  this  Committee  will  champion  this  issue  on 
behalf  of  the  smallest  businesses  and  recommend  to  the  House  of 
Representatives  that  changes  be  made. 

In  conclusion,  I  urge  you  in  your  consideration  to  keep  these 
four  basic  points  in  mind  in  order  to  stimulate  pension  plan 
participation  among  the  smallest  businesses: 

1.  KEEP  IT  SIMPLE!   To  get  small  firms  started,  the 
simpler  the  better.   If  they  have  to  study  the  plan 
hard  to  understand  it,  they  will  be  intimidated. 

2.  LET  SOME  ELSE  DO  THE  WORK.   401 (k)  safe  harbors  will  do 
some  good,  but  401k' s  are  probably  too  sophisticated 
and  intimidating  for  the  smallest  businesses  which  have 
by  far  the  lowest  participation  rate.  The  NEST  plan 
which  the  Administration  team  has  developed,  permits  a 
middleman,  a  financial  institution,  to  sell  the  plan. 


^  United  States  Small  Business  Administration,  Office  of 
Advocacy;  The  Third  Millennium:  Small  Business  and 
Entrepreneurship  in  the  2lst  Century,  1995,  p. 51. 
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do  the  paperwork  and  bring  to  bear  economies  of  scale. 
This  is  an  excellent  idea  which  proved  itself  through 
the  marketing  of  IRA's  and  is  the  way  life  insurance 
and  health  insurance  is  marketed  to  small  businesses. 
The  employer  signs  up  for  the  plan  and  is  spared 
further  concern  and  recordkeeping.   SEPs  have  not  been 
used  with  the  frequency  that  was  expected  for  a  variety 
of  reasons,  but  one  is  that  employers  still  have 
reporting  and  rules  and  fund  selection  to  worry  about. 

REWARD  EMPLOYERS  Recognizing  that  budgetary  constraints 
exist,  find  a  way  that  the  business  owners  and  their 
key  employees  can  be  rewarded.  Repeal  of  the  family 
aggregation  rules,  simplification  of  high  compensated 
employee  computations  and  other  reforms  are  all 
improvements;  but  again,  the  small  business  needs  a 
simple  plan  that  the  owner  can  use.   The  NEST  proposal 
takes  this  factor  into  consideration  in  a  reasonable 
way  without  undue  discrimination  or  budgetary  problems. 


BE  FLEXIBLE!   The  decision  to  start  up  a  pension  plan 
is  an  intimidating  choice  for  an  employer.   Any  plan 
needs  to  take  into  account  the  different  financial  and 
structural  needs  of  different  employers  and  the 
cyclical  nature  of  profits  and  allow  as  much 
flexibility  in  meeting  plan  requirements  as  possible. 
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Pension  Coverage  and  Costs  in 
Small  and  Large  Business 

Synopsis 

Pension  benefits  are  among  the  most  important  fringe  benefits  offered  by  em- 
ployees- Pension  plans  can  provide  workers  with  a  significant  share  of  their 
retirement  income,  and  employers  are  motivated  to  sponsor  retirement  plans 
to  attract  and  retain  productive  workers  and  encourage  performance.  Retire- 
ment plans  allow  employers  to  offer  a  tax-deferred  benefit  to  their  employees. 

There  are  at  least  four  important  trends  that  make  pension  plans  an 
issue  of  concern  to  small  firms.  First  is  the  low  level  of  pension  plan  sponsor- 
ship and  participation:  85  percent  of  U.S.  firms  do  not  sponsor  retirement 
plans  for  their  workers.  Attention  has  focused  on  expanding  pension  spon- 
sorship to  cover  the  workers  in  these  firms.  Small  businesses  are  at  the  cen- 
ter of  this  focus  because  relatively  few  small  employers  sponsor  pension 
plans  and  most  workers  without  pension  coverage  are  found  in  small  firms. 
Small  businesses  find  it  disproportionately  difficult  to  sponsor  retirement 
plans,  and  this  lack  of  retirement  plan  sponsorship  and  participation  in  small 
firms  hurts  employees  and  makes  it  more  difficult  for  employers  to  compete 
in  the  labor  market. 

Low  levels  of  retirement  plan  sponsorship  and  participation  in  small 
businesses  could  result  in  large  numbers  of  retirees  without  private  retire- 
ment income,  which  may  place  increasing  pressure  on  Social  Security  and 
other  federal  programs. 

The  second  trend  is  the  lack  of  increase  in  retirement  plan  sponsorship 
by  U.S.  businesses  and  pension  plan  participation  by  their  workers.  Cover- 
age rates  have  been  static  or  declined  over  the  last  decade  depending  on  the 
indices  used.  The  static  or  declining  level  of  sponsorship  and  participation  is 
evident  across  all  firm  sizes  and  is  reflected  in  various  measures,  including 
workers  covered  by  plans,  firms  offering  plans,  new  plans  created,  and  exist- 
ing plan  terminations. 

Third,  the  shift  from  defined  benefit  to  defined  contribution  plans  and 
the  low  prevalence  of  defined  benefit  plans  among  small  businesses  con- 
cerns many  policymakers  because  it  is  generally  believed  that  defined  bene- 
fit plans  offer  greater  retirement  security  than  defined  contribution  plans. 
Defined  benefit  plans  are  retirement  plans  for  which  benefits  are  calculated 
on  the  basis  of  years  of  service  and  wage  levels.  Defined  contribution  plans 
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are  plans  In  which  benefits  received  are  equal  to  contributions  placed  into 
individual  retirement  accounts  for  each  person  plus  income  on  the  accounts. 

Fourth,  changing  demographics  will  heighten  the  importance  of  retire- 
ment plan  sponsorship  and  participation,  especially  in  small  firms.  An  in- 
creasingly aging  work  force  will  place  even  greater  demands  on  two  essen- 
tial components  of  retirement  income — Social  Security  and  personal  savings. 
Pensions — the  third  essential  component  of  retirement  income — is  currently 
lacking  in  most  small  firms. 

Low  sponsorship  and  coverage  rates  for  small  firms  are  due  mainly  to 
employer  motivations,  work  force  characteristics,  and  other  factors.  Small 
employers  without  plans  cite  economic  reasons,  such  as  income  variability, 
as  a  primary  reason  for  not  sponsoring  plans.  Many  small  business  owners, 
particularly  those  whose  profits  are  low  or  uncertain,  think  they  cannot  af- 
ford to  offer  a  pension  plan.  Other  important  reasons  are  high  turnover  and 
high  proportions  of  younger,  older,  or  part-time  workers.  A  related  cost  con- 
cern is  the  priority  that  most  firms  place  on  providing  health  insurance  and 
other  current  benefits  over  future  benefits  such  as  retirement  plans.  Busi- 
nesses generally  expand  health  insurance  coverage  before  pension  sponsor- 
ship and  participation  increase. 

The  static  or  declining  level  of  retirement  plan  sponsorship  and  partici- 
pation is  related  to  a  complex  set  of  factors  including  demographic  and  eco- 
nomic trends,  tradeoffs  between  pensions  and  take-home  pay  or  other  fringe 
benefits,  and  changes  in  the  legal  status  of  different  pension  rules  and  provi- 
sions. It  Is  also  likely  that  the  structural  shift  in  employment  from  manufac- 
turing to  service-producing  industries  has  had  an  impact  on  trends  in  pen- 
sion plan  sponsorship  and  participation. 

The  shift  from  defined  benefit  to  defined  contribution  plans  may  be  related 
to  the  cost  of  defined  benefit  plans  and  the  complexity  of  federal  regulation  of 
these  plans  compared  with  defined  contribution  plans.  Recent  federal  efforts 
have  focused  on  simplifying  retirement  plan  regulations  and  creating  more  flex- 
ible pension  options  such  as  simplified  employee  pensions  (SEPs),  which  are  de- 
fined contribution  plans  tailored  for  easy  implementation  by  small  firms. 

Future  growth  in  retirement  plan  sponsorship  and  participation  is  a 
small  business  issue.  Increasing  coverage  in  small  firms  will  prove  more  diffi- 
cult than  anticipated  because  of  the  complexity  of  factors  influencing  the 
decisions  of  employers  to  sponsor  retirement  plans. 

Introduction 

Concern  is  growing  about  the  prospects  for  the  nation's  retirement  income 
system,  which  is  based  on  the  availability  of  retirement  income  from  Social 
Security,  savings,  and  pension  plans.  Many  believe  that  the  health  of  the  current 
system  is  poor:  large  numbers  of  Americans  will  have  inadequate  retirement  re- 
sources if  they  rely  only  on  Social  Security  and  limited  savings.  Some  policy- 
makers see  a  need  to  develop  policy  that  will  increase  private  retirement  plan 
sponsorship  and  participation  as  well  as  protect  pensions  for  American  workers. 

68  The  Annual  Report  on  Small  Business  and  Competition 
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Small  firms  are  the  focus  of  much  of  this  effort:  about  30  percent  of  the 
total  private,  for-profit  work  force  is  employed  in  firms  with  fewer  than  25 
workers.  Yet  these  workers  account  for  about  60  percent  of  all  workers  whose 
employers  do  not  sponsor  a  retirement  plan.' 

The  federal  government  has  attempted  to  stimulate  retirement  plan  spon- 
sorship and  participation  through  regulation  of  pensions  in  several  ways.- 
One  basic  way  has  been  to  provide  tax  incentives  to  employers  and  employ- 
ees. Business  contributions  to  pension  plans  are  treated  as  a  business  expense 
for  tax  purposes.  Employer  contributions  completely  escape  payroll  taxes,  and 
employees  do  not  have  to  report  these  contributions  as  income  subject  to  fed- 
eral or  state  income  tax.  Returns  on  invested  pension  funds  are  allowed  to  ac- 
cumulate tax-free  until  they  are  disbursed;  only  the  pension  income  received 
during  retirement  must  be  reported  as  taxable  income. 

Tax  advantages  to  employers,  as  well  as  worker  demand  for  retirement  ben- 
efits, were  important  factors  increasing  pension  plan  sponsorship  and  coverage 
of  workers  from  1950  to  1979.  However,  although  the  tax  advantages  of  provid- 
ing employee  benefits  are  substantial  and  remain  available,  pension  coverage 
has  not  increased  in  recent  years.  Tax  inducements  are  greater  in  large  firms  that 
have  high  proportions  of  highly  paid  workers  and  that  have  been  sufficiently 
profitable  to  justify  establishing  benefits  programs  to  reduce  taxes  on  profits.^ 

The  second  way  in  which  federal  regulation  has  attempted  to  increase 
coverage  is  by  setting  limits  on  the  ability  of  employers  and  employees  to  set 
up  special  pension  plans  for  only  a  few  employees  of  a  company.  Regulations 
require  that  comparable  tax-qualified  plans  be  offered  to  all  employees. '' 
However,  the  actual  effect  of  these  regulations  may  be  to  reduce  a  firm's  flexi- 


'  David  Kennell,  Arnold  Brooks,  and  Terry  Savela,  Retirement  Plan  Coverage  in  Small  and 
Large  Firms,  report  no.  PB93-1 15137,  prepared  by  Lewin-ICF  for  the  U.S.  Small  Business  Adminis- 
tration, Office  of  Advocacy  (Springfield,  Va.:  National  Technical  Information  Service,  1992),  ES-1 . 

^  This  section  draws  heavily  from  a  paper  by  Robert  L.  Clark,  "Declining  Importance  of  De- 
fined Benefit  Pension  Plans,"  testimony  before  the  Committee  on  Small  Business,  U.S.  House  of 
Representatives,  March  21,  1991,  41-44. 

^  The  tax  expenditure  for  private  pensions,  which  is  the  lost  tax  revenue  due  to  favorable  tax 
treatment,  declined  as  a  share  of  federal  tax  expenditures  from  1975  to  1991,  from  21  percent  to 
19  percent.  In  1991,  $52  billion  in  federal  tax  revenue  was  lost  due  to  the  tax  deductibility  of  pri- 
vate pensions.  This  amount  makes  private  pensions  the  largest  single  tax  expenditure  for  individu- 
als. However,  the  method  used  to  compute  tax  expenditures  overstates  the  long-term  loss  in  tax 
revenues  because  it  does  not  subtract  the  taxes  eventually  paid  on  currently  accruing  pension 
benefits.  John  A.  Turner  and  Daniel  J.  Beller,  "Major  Trends  in  the  U.S.  Private  Pension  System," 
Trends  in  Pensions  1992  (Washington,  D.C.:  U.S.  Department  of  Labor,  Pension  Welfare  Benefits 
Administration,  1992),  7. 

"  All  workers  are  not  immediately  eligible  to  participate  in  pension  plans.  To  participate  a 
worker  has  to  be  at  least  21  years  old  and  have  two  years  of  service  for  plans  with  immediate  full 
vesting.  See  U.S.  General  Accounting  Office,  Private  Pensions:  Plan  Provisions  Differ  Between  Large 
and  Small  Employers  (\Nash'mgton,  D.C.:  U.S.  Government  Printing  Office,  September  1989),  13. 
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bility  to  design  plans  to  suit  its  preferences,  thereby  becoming  another  factor 
in  the  decision  not  to  sponsor  a  plan.^ 

The  third  area  of  federal  intervention  concerns  regulations  to  ensure  that 
the  benefits  offered  are  accurately  disclosed  and  are  administered  fairly.  Fed- 
eral law  does  not  require  employers  to  offer  pension  plans,  but  if  employers 
have  plans,  they  must  meet  certain  standards  to  protect  workers.  These  regu- 
lations are  aimed  at  ensuring  that  workers  receive  promised  benefits,  but  may 
affect  the  cost  of  providing  pension  plans  and  the  benefits  that  employees  re- 
ceive from  their  plans. 

A  fourth  area  of  federal  efforts  to  stimulate  retirement  plan  sponsorship 
and  participation,  especially  in  small  firms,  has  been  to  simplify  retirement 
plan  regulations.  Efforts  have  involved  simplifying  and  expanding  401  (k)  rules 
and  availability,  and  modifying  SEP  rules. 

Firm  Size  and  Pension  Coverage 

Small  and  large  businesses  differ  significantly  with  respect  to  the  provision  of 
voluntary  employee  benefits,  including  retirement  plans.  Although  they  pro- 
vide jobs  for  a  growing  segment  of  the  labor  force,  small  firms  are  less  likely 
than  large  firms  to  offer  fringe  benefits  of  all  types  (Table  2.1 ). 

New  and  small  businesses  are  key  contributors  to  an  expanding  econ- 
omy because  they  create  the  most  job  opportunities;  small  firms  with  fewer 
than  100  employees  provide  two-thirds  of  all  initial  jobs.^  However,  one  out 
of  five  workers  who  start  out  in  small  firms  moves  to  a  large  firm  within  9 
years.'  This  means  that  small  businesses  must  bear  heavy  costs  in  hiring  and 
training  replacements  for  workers  who  have  moved  to  other  firms;  the  added 
cost  may  reduce  the  resources  available  for  fringe  benefits  including  pensions. 

Retirement  plan  sponsorship  increases  with  firm  size.  In  1990,  only  14.9 
percent  of  firms  with  fewer  than  500  employees  sponsored  a  retirement  plan 
for  their  workers,  compared  with  almost  88  percent  of  large  firms  with  500  or 
more  employees  (Table  2.1  and  Chart  2.1). 


'"  Pension  regulations  aim  to  curb  perceived  inequities  in  pension  plans.  So-called  "top- 
heavy"  rules  specify  that  a  plan  is  "top-heavy"  v^hen  more  than  60  percent  of  the  benefits  or  con- 
tributions go  to  company  owners,  officers,  and  other  key  employees.  The  salary  structure  of  small 
firms  could  make  their  pension  plans  top-heavy  without  any  intended  discrimination.  Small  em- 
ployers tend  to  have  higher  turnover;  this  would  naturally  skew  benefits  toward  highly  compen- 
sated owners  and  managers.  EBRI  Issue  Brief,  no.  81  (Washington,  D.C.:  Employee  Benefit  Re- 
search Institute,  August  1988),  14.  Top-heavy  plans  must  comply  with  stricter  requirements. 
These  requirements  will  be  discussed  in  greater  detail  later  in  this  chapter. 

*  The  State  of  Small  Business:  A  Report  of  the  President  (Washington,  D.C.:  U.S.  Government 
Printing  Office,  1992),  44. 

"  Bradley  R.  Schiller,  Human  Capital  Transfers  from  Small  to  Large  Businesses,  (Washington, 
D.C.:  U.S.  Small  Business  Administration,  Office  of  Advocacy,  prepared  under  award  no. 
SB-1 A-00067-1 ,  July  1 982),  42. 

70  The  Annual  Report  on  Small  Business  and  Competition 


80 


t~vT}-vOfN(yir\io^O 


oOLcivDrO'-^coO'iK 


CO    rsi    CO    ro    LO 


•K         "^  cr 


C 

qj 
o 


•^co^t\mo>i^co 
o^o6rv!r\vxJ'—   t\Lo 

O^O^O^0OO^N,0OI\ 


cOLnvTirsiOLO^ro 

O^O^O^OOO^LDOlo 


?  > 


^■^ 


~~     i5  i 


0) 
C 
O) 
QQ 

c 


c 
o 

c 
c 

I 


-—    'X)vX)'^r\rvjroO 


OD    Ln    t\    ro    I— 
"vf    CO    ro    ro    '^' 


>- 


J3 

n:  c 

i^  m 

U    Q  D_    Q 


^    ^    ™    E    c 
>-  -    ^    ^    03    ^ 


.2    fo  x: 


i-     c     C 

^    o  - 


0!.=     —       ^—      t:       il       OJOfO^ 

>XX(yi_)(/5Qi_i> 


J-'      .u      3j      ro 

O    m  "5 
X    ^   I 


>-  ^ 


p  5 


01     O)       Qj    ^ 


ni 

a; 

F 

(— 

OT) 

ro 

r 

c 

O 

qj 

or 

TO 

z 

<3l 

a 

^ 

"C 

TJ 

OJ 

Cl 

c^ 

c 

c 

o 
n 

,E 

F 

UJ 

r€^ 

0) 

^• 

0)  "O 

o 

r 

>  < 

r 

w 

c 

>-  0) 

O 

a 

E 
(1) 

t:0 

■^ 

TO     C 

r 

OJ 

.    O 

O 

_ 

-^     TO 

_i; 

O     '- 

aj 

" 

O  ts 

a 

O 

CO    c 

•n 

2  E 
o  5 

01 

>- 

O 

o 

Q. 

E 

JO 

01 

^ 

=   c 

^ 

r 

aj  •;;; 

01 

O 

C     3 

u 

0)  "^ 

TO 

fl) 

^  = 

>. 

TO 

^ 

O 

•^  F 

O 

Q. 

E 

■a 
u 

c 
O 

c 

o  t! 

C     (^ 


Pension  Coverage  and  Costs 


81 


Pension  Availability  by  Firm  Size,  1979,  1983,  and  198i 
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Firm  Size  by  Number  of  Employees 


Source:  Adapted  by  the  U.S.  Small  Business  Administration  from  data  provided  by  the 
U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Population  Survey  (May 
1979,  May!  983,  and  May  1988). 


Participation  and  coverage  of  workers  also  increase  with  firm  size.^  Ac- 
cording to  Current  Population  Survey  (CPS)  data,  pension  coverage  in  1988 
ranged  from  12  percent  of  workers  in  small  firms  (fewer  than  25  employees) 
to  65  percent  in  large  firms  (500  or  more  employees)  (Table  2.2).^  The  CPS  is 


^  Different  data  sources  provide  information  about  the  pension  coverage  of  wori<ers.  These 
data  sources  include  the  Census  data  from  the  Current  Population  Survey  (CPS)  and  the  Survey  of 
Income  and  Program  Participation  (SIPP),  and  Bureau  of  Labor  Statistics  data  on  establishments 
(See  BLS,  Employee  Benefits  in  Small  and  Large  Firms,  1989  and  Employee  Benefits  in  Small  Pri- 
vate Establishments,  1990). 

^  These  patterns  are  evident  if  data  from  Census'  Survey  of  Income  and  Program  Participation 
(SIPP)  are  examined.  See  Table  2.19. 


72  The  Annual  Report  on  Small  Business  and  Competition 


82 


00 


K 


o 

.N 
v5 

c 

I 

O 

I 


^ 


C 


a; 

&0 

rz 

k- 

dj 

> 

o 

O 

■o 

c 

ra 

X 

-Q 

-2 

^ 

> 

X 

c 

o 

c 

iJ5 

0) 

C 

(J 

01 

c 

a. 

§ 

(S 

CO 
CO 

fS 

0^ 

o 

'~- 

^ 

-Q 

."S 

c 

H 

nj 

o-i    rs|    CT^ 


LO     vn     (N 

Tf   d  o^ 


CO     LO     vO 
CM     (N     fN 


>X)    O    ^ 
■*     ^    "^ 


(N    l\    O 

d  CO  r^ 

CM        T—        T- 


9  "^  "^ 
d  ^  r< 


>.  0^  i-n  00 

O  N.  CO  CO 

—  C^  O^  C^ 

E  ^  ^  ^ 


m    Lo    LO 

^    O^    00 


q  ^  o^ 

vjD    >^     n- 

d    ro    (N 
t\    O    vO 

ro    CO    Ln 

LO      ■^      t 

LO      CO      ^ 

rt     d)     (6 


ro    vD    rsl 
CO    LO    r^ 

'^r  '^  ^ 


0~i    r<-i    00 
l\    CO    CO 

O"^    o^    o> 


E 

^  00 

01   "~ 
C    >- 

"I 

=   c 
CO 


o  (tT 

C     TO 

°  5 


Q.  ro 

Q.   Q. 

,^    O 
c  Q- 

ro     01 


:u 


Pension  Coverage  and  Costs 


83 


a  monthly  survey  conducted  by  the  Bureau  of  the  Census  to  provide  an  up-to- 
date  estimate  of  the  number  of  persons  working,  the  number  who  are  unem- 
ployed, and  many  other  related  facts.  Occasionally,  the  Bureau  asks  addi- 
tional questions  on  education,  health  and  other  employee  benefits,  family 
income,  housing,  and  other  important  subjects.  About  58,000  households  are 
included  in  the  CPS. 

The  May  1988  CPS  included  a  supplement  on  employee  benefits  that 
contained  information  on  the  size  of  the  respondents'  firms  and  on  the  avail- 
ability and  coverage  of  wage-and-salary  workers  by  employer-provided  pen- 
sion, profit-sharing,  or  stock  option  plans.  By  subdividing  the  smallest  firm 
size  category  defined  in  earlier  surveys,  the  supplement  permits  analysis  for 
the  first  time  of  pension  coverage  in  firms  with  fewer  than  1 0  employees.  Also 
covered  in  the  supplement  are  the  reasons  why  employees  believe  they  are 
not  covered  by  employer-provided  retirement  plans,  when  offered,  and  the  re- 
lationship between  worker  characteristics  and  the  availability  and  coverage  of 
retirement  plans. 

Employees  in  the  smallest  firms — those  with  fewer  than  10  employees — 
are  significantly  less  likely  to  be  offered  or  covered  by  an  employer-  or  union- 
provided  pension  plan  than  workers  in  firms  with  10  to  24  employees.  Only 
12  percent  of  workers  in  the  smallest  firms  were  offered  plans  and  8.5  percent 
were  covered  by  a  plan,  compared  with  25.7  and  18.7  percent,  respectively, 
in  firms  with  10  to  24  employees  (Table  2.3). 

The  Survey  of  Income  and  Program  Participation  (SIPP),  conducted  by 
the  Bureau  of  the  Census,  is  designed  to  collect  information  about  cash  and 
noncash  income,  assets  and  liabilities,  and  taxes  paid,  as  well  as  a  wide  vari- 
ety of  labor  market  data.  From  these  data,  better  estimates  of  income,  poverty, 
and  wealth  can  be  derived.  SIPP  provides  data  to  address  a  wide  range  of  pol- 
icy questions  about  household  and  individual  well-being,  and  special  con- 
cerns, such  as  employee  benefits  and  training. 

The  SIPP  sample  consists  of  about  26,000  housing  units  selected  to  rep- 
resent the  noninstitutional  population  in  the  United  States.  SIPP  is  a  longitudi- 
nal survey  in  which  groups  of  households  (panels)  are  interviewed  eight  times 
during  a  two-and-a-half  year  period.  Thus,  SIPP  differs  from  the  CPS  in  that  it 
is  designed  to  permit  longitudinal  studies,  whereas  the  CPS  is  not. 

The  1985  panel,  the  1986  panel,  and  the  1990  panel  of  SIPP  contained 
supplemental  questions  on  pension  eligibility  of  the  working  population  and 
characteristics  of  persons  receiving  retirement  income,  including  the  size  of 
the  firm  in  which  they  worked.  These  questions  permit  analysis  of  the  preva- 
lence of  pension  coverage  among  different  segments  of  the  population  and  the 
growth  of  employee-directed  retirement  plans  (such  as  IRAs  and  401  (k)  plans). 

The  SIPP  and  CPS  pension  questions  are  based  on  different  reference  pe- 
riods; that  difference  accounts  for  at  least  some  of  the  disparity  between  the 
two  sets  of  estimates.  In  the  CPS,  those  who  worked  at  all  during  the  previous 
calendar  year  were  asked  questions  about  their  pension  eligibility.  In  the  SIPP, 
the  questions  were  asked  of  those  who  worked  during  the  four-month  refer- 
ence period.  Compared  with  the  SIPP's  four-month  reference  period,  the  CPS' 
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Table  2.3     Pension  Availability  and  Coverage  of  Wage-and-Salary  Workers 
by  Employment  Size  of  Firm,  1 988  (Percent) 

Employment  Size  of  Firm 


All        — 

Firms  1-9  10-24        25-49        50-99         <100  100  + 

Employer  or  Union 

Offers  Pension  Plan        57.6         12.0         25.7         39.6         50.2         26.3  79.2 

Covered  by  Employer  or 

Union  Pension  Plan       43.2  8.5         18.7         26.9         35.1  18.5  60.6 

Source:  Tabulations  prepared  under  contract  to  the  U.S.  Small  Business  Administration  from 
data  provided  by  the  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Population 
Survey,  May  1988. 


annual  reference  period  yields  more  eligible  workers  and  more  workers  with 
very  short  periods  of  work  experience  (who  would  also  be  expected  to  have 
extremely  low  pension  participation  rates).  Thus,  the  CPS  would  be  expected 
to  reflect  a  somewhat  lower  pension  participation  rate  than  the  SIPP. 

Reasons  for  the  Low  Level  of  Pension  Coverage 

Retirement  plan  sponsorship  by  employers  and  participation  of  workers  is 
lower  in  small  businesses  for  several  reasons,  including  economic  factors, 
preference  factors,  pension  plan  cost  factors,  and  regulatory  barriers.^"  Worker 
and  employer  preferences  also  can  account  in  part  for  lower  sponsorship  of 
retirement  plans  in  the  small  business  sector.  For  example,  workers  may  prefer 
higher  wages  to  more  benefits  and  employers  may  decide  that  other  benefits 
are  more  important. 

Work  Force  Characteristics  and  Economic  Factors 

Work  force  characteristics  are  a  significant  set  of  factors  that  can  account  for 
lower  pension  plan  sponsorship  and  participation.  Workers  more  likely  to  be 
employed  in  small  firms — and  therefore  less  likely  to  be  working  for  firms  that 
sponsor  pension  plans — include  younger  and  older  workers,  minorities  (par- 
ticularly Hispanics),  less  educated  workers  (especially  with  fewer  than  12 
years  of  schooling),  and  part-time  workers." 


'"  For  a  more  detailed  discussion  of  this  explanatory  framework,  see  Kennell  et  al..  Retire- 
ment Plan  Coverage,  111—24-31 . 

"  For  an  analysis  of  the  characteristics  of  workers  in  small  and  large  firms  based  on  the  May 
1988  Current  Population  Survey  benefits  data  see  The  State  of  Small  Business:  A  Report  of  the 
President,  (Washington,  D.C:  U.S.  Government  Printing  Office,  1990),  33-42. 
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Small  businesses  employ  a  larger  proportion  of  younger  workers  aged 
16-24  than  large  businesses — 20.9  percent  versus  17.0  percent.  Part-time 
workers  (working  fewer  than  35  hours  per  week)  also  represent  a  larger  pro- 
portion of  small  business  employment  than  of  large  business  employment — 
19.6  percent  and  12.9  percent,  respectively.''  Many  of  these  workers  are  not 
covered  even  in  firms  that  offer  pension  plans:  overall,  23.9  percent  of  work- 
ers in  firms  offering  pensions  are  not  covered.'^ 

In  addition,  workers  more  commonly  employed  in  small  firms  are  less 
likely  to  be  covered  by  a  union  contract  and  are  more  likely  to  be  part-time, 
lower  wage  workers,  and  workers  who  frequently  change  jobs.  Because  these 
workers  are  less  likely  to  be  interested  in  deferred  compensation,  employers 
have  less  motivation  to  sponsor  a  plan  to  attract  employees.  In  the  small  busi- 
ness sector,  employers  are  less  likely  to  provide  significant  retirement  benefits 
to  intermittent  workers,  or  workers  who  change  jobs  frequently,  have  short  ca- 
reers, or  work  part-time  or  for  very  low  pay.'"" 

Workers  in  professional  or  managerial  professions,  and  those  in  the  min- 
ing; manufacturing;  transportation,  communications,  and  public  utilities;  or 
the  finance,  insurance,  and  real  estate  industries  are  more  likely  to  be  offered 
pension  coverage  than  workers  in  service  occupations  and  in  industries  with 
major  concentrations  of  small  businesses  such  as  those  in  the  construction, 
retail  trade,  and  service  industries.  These  findings  are  consistent  with  the  fact 
that  almost  two-thirds  of  all  part-time  workers  are  employed  in  the  retail  and 
miscellaneous  service  sectors.  Again,  workers  in  the  smallest  firms  with  fewer 
than  10  employees  are  less  likely  to  be  offered  an  employer-  or  union-pro- 
vided pension  plan  than  their  counterparts  in  larger  firms. 

Employers  without  plans  cite  economic  reasons,  such  as  income  uncer- 
tainty or  variability,  mergers  with  other  firms,  or  a  plant/division  shutdown  as 
reasons  for  not  sponsoring  a  plan.  Employers  without  plans  also  cite  employee- 
related  reasons  for  lack  of  plan  sponsorship.  These  include  high  employee 
turnover,  employees  who  are  too  young  or  old  to  want  retirement  plans,  or 
employees  who  are  mostly  part-time  and  thus  ineligible  for  coverage.'^ 


'-  The  State  of  Small  Business  (1 990),  33-42. 

"  Workers  in  firms  that  offer  a  pension  plan  may  not  necessarily  participate.  This  can  be  due 
to  the  fact  that  a  worker  may  not  be  the  minimum  age,  i.e.  21,  or  may  not  have  the  necessary 
years  of  service,  or  it  may  be  due  to  the  type  of  plan  offered.  For  example,  the  w/orker  has  a 
choice  whether  to  participate  in  a  certain  defined  contribution  plan  such  as  a  401  (k)  plan. 

'■•The  term  "intermittent  worker"  has  been  applied  to  homemakers,  young  workers,  and 
semi-retired  individuals  who  work  intermittently,  depending  on  job  opportunities  and  family  cir- 
cumstances. For  information  on  pension  coverage  of  intermittent  workers,  see  "Pension  Coverage 
and  Benefit  Entitlement:  New  Findings  from  1988,"  EBRI  Issue  Brief  94  (Washington,  D.C.:  Em- 
ployee Benefit  Research  Institute,  September  1989),  3. 

'5  James  Bell  and  Associates,  Inc.,  and  ICF  Incorporated,  Coverage,  Characteristics,  Adminis- 
tration, and  Cost  of  Pensions  and  Health  Care  Benefits  in  Small  Businesses,  report  no. 
PB84-1 82708,  prepared  for  the  U.S.  Small  Business  Administration,  Office  of  Advocacy  (Spring- 
field, Va.:  National  Technical  Information  Service,  1984). 
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Employee  and  Employer  Preferences 

Employee  and  employer  preferences  also  may  play  a  role  in  the  pension  plan 
sponsorship  decision.  Employees  may  actually  prefer  not  to  have  retirement 
plans.  For  example,  lower  wage,  part-time  workers  may  prefer  higher  wages  or 
health  benefits  over  retirement  plans.  In  addition,  employers  may  prefer  to  pro- 
vide workers  with  other  types  of  benefits,  such  as  health  insurance. 

Workers  can  be  excluded  from  participation  in  a  pension  plan  or  they 
can  decide  not  to  participate."'  Even  if  a  pension  is  offered  by  an  employer, 
many  workers  are  not  covered  because  they  are  ineligible  under  plan  rules. 
The  most  common  reason  given  by  employees  for  their  ineligibility  for  pen- 
sion coverage  was  that  they  were  new  employees  (Table  2.4).'^  Almost  half — 
more  than  44  percent — of  all  ineligible  workers  cite  this  reason  (Chart  2.2). 

About  one-fifth  of  workers  in  firms  of  all  sizes  indicated  they  were  ineli- 
gible because  they  were  either  part-time  or  seasonal  workers.  This  was  espe- 
cially true  for  workers  in  the  smallest  firms  (those  with  fewer  than  10  employ- 
ees), where  almost  28  percent  cited  this  reason  for  being  ineligible.  Another 
one-fifth  indicated  they  chose  not  to  belong;  a  smaller  proportion  of  workers 
in  small  firms  cited  this  as  a  reason — 18.5  percent  compared  with  24.2  per- 
cent of  workers  in  large  firms.  Only  about  11  percent  of  workers  in  the  small- 
est firms  indicated  they  chose  not  to  belong  to  a  plan. 

Previous  surveys  have  found  that  employers  tend  to  provide  and  employ- 
ees tend  to  value  current  benefits,  such  as  health  insurance,  more  than  deferred 
benefits,  such  as  retirement  plans. '^  Nearly  every  firm  offers  health  insurance 
(and  other  current  benefits),  regardless  of  firm  size  or  age,  before  they  offer  a  re- 
tirement plan.  Virtually  no  firm  offers  a  retirement  plan  without  first  offering  a 
health  plan  (Table  2.5).  Because  nearly  50  percent  of  small  firms  (fewer  than  25 
employees)  do  not  offer  any  sort  of  health  insurance  to  their  employees,  propos- 
als encouraging  these  firms  to  reorder  their  priorities  to  increase  retirement  plan 
coverage  would  appear  to  be  a  difficult  undertaking  (Table  2.1). 

Cost  of  Establishing  and  Administering  Pension  Plans 

The  cost  of  establishing  and  administering  pension  plans  can  also  have  an  ef- 
fect on  coverage.  Research  indicates  that  both  plan  establishment  and  ongoing 
administrative  costs  for  pension  plans  decrease  on  a  per-participant  basis  with 


'"  Because  the  Employee  Retirement  Income  Security  Act  (ERISA)  does  not  require  employers 
to  provide  pension  plans  to  all  their  employees,  not  all  workers  in  a  firm  may  be  covered.  Rela- 
tively new  and  part-time  workers  are  frequently  excluded. 

'^  Under  federal  pension  rules,  a  plan  may  exclude  from  participation  any  worker  who  is  not 
at  least  21  years  old  or  does  not  have  one  year  of  service  (or  both).  GAG,  Private  Pensions:  Plan 
Provisions,  (1989),  2. 

'"  A  1991  EBRI/Gallup  poll  found  that  65  percent  of  the  respondents  regard  health  insurance 
as  their  most  important  benefit.  In  addition,  60  percent  of  respondents  said  they  would  be  willing 
to  accept  a  reduction  in  employer  contributions  to  a  pension  plan  for  increased  health  benefits. 
Also  see  Kennel!  et  al..  Retirement  Plan  Coverage,  111-48-51 . 
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Reasons  for  Employee  IneUgibility  orNonpaniapation  in 
Pension  Plans,  1988 


Part-time/Seasonal 
21.5% 


New  Employee 
44.4% 


job  Not 

Covered 

9.7% 


Other 
5.4% 


Too  Old 
0.8% 


Chooses  Not  to  Belong 
22% 


Source:  Adapted  by  the  U.S.  Small  Business  Administration,  Office  of  Advocacy,  from 
data  provided  by  the  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Currenl 
Population  Survey  {May  1988). 


an  increasing  number  of  participants.'''  As  a  result,  small  firms  would  be  less 
likely  to  sponsor  a  pension  plan  than  larger  firms,  because  of  the  higher  per 
capita  establishment  costs  and  ongoing  administrative  expenses. 

Per-participant  setup  costs  are  about  four  times  higher  for  small  firms 
than  for  larger  businesses.  Specifically,  defined  benefit  plan  costs  are  signifi- 
cantly higher  for  small  plans  (25  employees)  than  for  intermediate-sized  plans 
(200  employees) — $110  compared  with  $31  (Table  2.6).  This  was  also  the 


'■*  John  Trutko,  John  Gibson,  David  Kennell,  Arnold  Brooks,  and  Terry  Savela,  Cost  and  Im- 
pact of  Federal  Regulation  on  Small  Versus  Large  Business  Retirement  Plans,  report  no. 
PB90-250465,  prepared  by  James  Bell  Associates  and  Lewin-ICF  for  the  U.S.  Small  Business  Ad- 
ministration, Office  of  Advocacy,  (Springfield,  Va.:  National  Technical  information  Service,  1990). 
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Table  2.5     Firms  Providing  Health  and  Retirement  Plan  Benefits,*  1991  (Percent) 


Total 

Employment  Size  of  Firm 

Benefits  Provided 

1-24 

25-99 

100-499 

500  + 

Neither  Benefit 

AAA 

47.4 

6.1 

3.8 

2.1 

Both  Benefits 

13.2 

10.3 

47.1 

66.0 

87.7 

Health  Benefits  Only 

40.5 

40.3 

45.9 

30.1 

10.2 

Retirement  Benefits  Only 

1.9 

2.0 

0.9 

0.0 

0.0 

All  Firms 

100.0 

100.0 

100.0 

100.0 

100.0 

*Excludes:  (1)  All  self-employed  persons  reporting  no  employees  (and,  as  a  result,  no  em- 
ployee benefits),  (2)  firms  that  did  not  respond  and  (3)  firms  only  reporting  nonemployer  contrib- 
utory 401  (k)  retirement  plans.  Estimates  apply  firm  weights. 

Note:  Columns  may  not  add  to  total  because  of  rounding. 

Source:  David  Kennell,  Arnold  Brooks,  and  Terry  Savela,  Retirement  Plan  Coverage  in  Small 
and  Large  Firms,  report  no.  PB93-115137,  prepared  by  Lewin-ICF  for  the  U.S.  Small  Business  Ad- 
ministration, Office  of  Advocacy  (Springfield,  Va.:  National  Technical  Information  Service,  1992). 


case  for  defmed  contribution  plans — $81  per  participant  in  small  plans  com- 
pared with  $21  in  intermediate-sized  plans. ^^ 

Likewise,  per-participant  annual  administrative  costs  are  nearly  three 
times  higher  for  small  plans  than  for  intermediate-sized  plans — $71  compared 
with  $25  for  defined  contribution  plans,  and  $106  compared  with  $39  for  de- 
fined benefit  plans.  On  a  per-participant  basis,  the  fixed  establishment  costs 
and  variable  administrative  costs  are  far  higher  for  small  firms,  creating  a  rela- 
tive cost  barrier  to  pension  plan  establishment  and  worker  coverage. 

Regulatory  Barriers 

While  the  intended  effect  of  much  federal  pension  regulation  is  to  increase 
the  likelihood  that  employees  covered  by  plans  will  receive  their  retirement 
funds,  the  actual  effect  may  be  negative,  reducing  sponsorship  and  participa- 
tion by  increasing  the  administrative  and  reporting  costs  of  pensions. ^^  The 
regulatory  burden  on  firms  has  increased  dramatically:  since  the  enactment  of 
the  Employee  Retirement  Income  Security  Act  (ERISA)  of  1974,  at  least  11 
separate  pieces  of  pension  legislation  have  been  passed.  This  added  cost  bur- 
den affects  small  businesses'  decisions  to  form  new  plans  and  terminate  exist- 
ing plans  because  of  higher  per  capita  costs. 


-"  A  business  may  sponsor  a  defined  benefit  plan,  a  defined  contribution  plan,  or  both.  A  de- 
fined benefit  plan  bases  future  benefits  on  a  specific  formula,  usually  based  on  years  of  service 
and  wages.  A  defined  contribution  plan  bases  pension  benefits  on  the  amount  of  money  accumu- 
lated in  the  participant's  individual  account. 

-'  For  an  in-depth  discussion  of  the  effects  of  federal  regulations  on  small  versus  large  busi- 
ness, see  Trutko  et  al..  Cost  and  Impact  o( Federal  Regulation. 
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Table  2.6     Retirement  Plan  Establishment  and  Ongoing  Administrative  Costs 
for  Small  and  Intermediate  Sized  Plans,  1991  (Dollars) 


Defined  Conti 

ribution  Plans 

Defined  Benefit  Plans 

25 

200 

25 

200 

Participants 

Participants 

Participants 

Participants 

Establishment  Costs 

Average  Cost  Per  Plan 

2,018 

4,278 

2,755 

6,117 

Cost  Per  Participant 

81 

21 

110 

31 

Annual  Administrative  Costs 

Average  Cost  Per  Plan 

1,767 

4,997 

2,651 

7,747 

Cost  Per  Participant 

71 

25 

106 

39 

Source:  John  Trutko,  John  Gibson,  David  Kennell,  Arnold  Brooks,  and  Terry  Savela,  Cost  and 
Impact  of  Federal  Regulation  on  Small  Versus  Large  Business  Retirement  Plans,  report  no. 
PB90-250465,  prepared  by  James  Bell  Associates  and  Lewin-ICF  for  the  U.S.  Small  Business  Ad- 
ministration, Office  of  Advocacy  (Springfield,  Va.:  National  Technical  Information  Service,  1990). 


In  a  recent  study,  the  increased  regulatory  burden  was  measured  by  ask- 
ing service  providers  what  the  costs  would  be  of  bringing  an  existing  pension 
plan  into  compliance  with  the  provisions  of  the  Tax  Reform  Act  of  1986.  For 
defined  contribution  plans  these  costs  were  $42  per  participant  for  a  small 
plan  and  $9  per  participant  for  a  medium-sized  plan;  defined  benefit  plan 
costs  were  $59  per  participant  and  $13  per  participant  for  small  and  interme- 
diate sized  plans,  respectively." 

The  cost  of  new  regulations  can  have  the  effect  of  discouraging  employ- 
ers from  providing  pension  plans.  "Top  heavy"  rules  are  a  case  in  point.  Rules 
governing  "top  heavy"  pension  plans  were  enacted  in  the  Tax  Equity  and  Fis- 
cal Responsibility  Act  of  1982  in  an  attempt  to  ensure  that  all  employees  re- 
ceive an  equitable  share  of  benefits.  Under  these  rules,  there  are  stricter  limits 
on  allowable  benefits  for  "key"  employees  and  large  minimum  benefits  for  all 
employees  if  more  than  60  percent  of  accumulated  benefits  are  given  to  key 
employees.  It  is  generally  argued  that  these  rules  have  a  greater  impact  on 
small  firms  because  small  firms  have  a  higher  ratio  of  owners  to  workers  than 
larger  firms.  Legislative  limits  on  benefits  to  employers  through  the  tightening 
of  top-heavy  and  highly  compensated  employee  rules  may  have  contributed 
to  the  low  level  of  coverage  in  small  firms  by  reducing  a  firm's  flexibility  to 
design  a  plan  according  to  its  needs. ^^  Top  heavy  rules  are  one  area  in  which 
regulatory  simplification  might  help  encourage  plan  formation. 


"  Trutko  et  al.,  Cosf  and  Impact  of  Federal  Regulation,  82. 

"  Kennell  et  al..  Retirement  Plan  Coverage,  1-29.  Statistical  evidence  does  not  show  that 
small  employers  discriminate  against  employees  in  participation  or  vesting.  See  Emily  S.  An- 
drews, Pension  Policy  and  Small  Employers:  At  What  Price  Coverage^  (Washington,  D.C.:  Em- 
ployee Benefit  Research  Institute,  1989),  101. 
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Information  Availability 

Another  factor  affecting  retirement  plan  sponsorship  and  participation  is  the 
amount  of  information  available  to  small  employers  and  employees  concern- 
ing the  benefits  of  having  a  retirement  plan.  Firms  with  more  information  on 
retirement  plans  may  be  associated  with  higher  levels  of  sponsorship.  Many 
small  employers  may  not  obtain  enough  expert  advice  to  help  them  under- 
stand the  relative  benefits  of  retirement  plans  versus  other  employee  benefits. 
Consultants  who  provide  retirement  plan  advice  may  receive  much  lower 
commissions  from  small  firms  than  from  large  firms,  therefore  lacking  a  suffi- 
cient incentive  to  work  with  small  firms. ^■' 

Key  Reasons  for  Lack  of  Coverage 

Analysis  of  data  from  the  1991  SBA  Retirement  Plan  Survey  of  employers  in- 
dicates that  economic  factors  are  the  dominant  reasons  why  employers  do  not 
sponsor  retirement  plans  for  their  employees  (Table  2.7  and  Chart  2.3). 

The  1991  SBA  Retirement  Plan  Survey  was  developed  for  SBAs  Office  of 
Advocacy  by  Lewin-ICF.  The  sample  for  the  survey  of  private  sector  firms  with 
employment  was  drawn  from  the  Dun  and  Bradstreet  Market  Indicators  (DMI) 
file  for  December  1 990,  which  contains  more  than  7  million  firms." 

The  survey  is  unique  in  several  respects.  First,  previous  studies  of  em- 
ployers have  either  been  too  small  in  sample  size  or  not  representative  of  all 
firms.  Second,  other  employer  surveys  that  are  representative  have  not  asked 
nonsponsoring  firms  why  they  do  not  offer  their  employees  retirement  plans. 
Third,  previous  surveys  sampled  establishments,  not  firms. 

Overall,  74  percent  of  firms  without  retirement  plans  cite  employer  or 
employee  economic  factors  as  the  primary  reasons  for  not  sponsoring  a  plan. 
Employer  economic  factors  dominate  this  group,  accounting  for  61  percent  of 
the  firms'  primary  reasons.  About  9  percent  of  the  firms  cite  perceived  adverse 
legislative  and  regulatory  restrictions  on  retirement  plans  as  the  primary  rea- 
son for  not  offering  a  retirement  plan.-*^ 

What  Would  Stimulate  Employers  to  Sponsor  a  Retirement  Plan? 

Government  policy  in  the  pension  area  has  probably  had  less  effect  on  small 
business  retirement  plan  sponsorship  than  is  generally  thought.  The  principal 
determinant  of  whether  a  small  employer  provides  pension  benefits  is  most 
likely  the  profitability  of  the  business. 


'^  Kennell  et  al..  Retirement  Plan  Coverage,  1-29. 

-'  This  file  is  considered  by  researchers  to  be  reasonably  representative  of  the  universe  of 
U.S.  firms  with  one  or  more  employees.  A  stratified  probability  sample  was  developed  that  in- 
volved two-dimensional  stratification  according  to  firm  size  (four  categories)  and  major  industry 
classification  (four  categories).  To  ensure  an  acceptable  level  of  accuracy  and  reliability,  surveys 
were  sent  to  1,187  firms.  There  were  590  firms  that  responded  to  the  survey  and  were  included 
in  the  analysis,  representing  a  response  rate  of  over  50  percent. 

^*  Kennell  et  al.,  Retirement  Plan  Coverage,  111-28-29. 
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Employer-Related 

Economic  Reasons 

60.6% 


Employee-Related 

Economic  Reasons 

12.8% 


Regulation 
9.1% 


Administrative  Costs 
9.1  % 

Preference 
8.2% 

fee:  David  Kennetl,  Arnold  Brooks,  and  Terry  Savela,  Retirement  Plan  Coverage  in 
and  Large  Firms,  report  no.  PB93-1 15137,  prepared  by  Lewin-ICF  for  the  U.S.  Small 
Business  Administration,  Office  of  Advocacy  (Springfield,  Va.:  National  Technical 
Information  Service,  1992). 


Forty-three  percent  of  all  nonsponsoring  firms  in  the  1991  SBA  Retire- 
ment Plan  Survey  stated  that  an  underlying  economic  change  (such  as  in- 
creased or  less  variable  profits)  would  be  necessary  for  them  to  start  offering  a 
retirement  plan  (Table  2.8).  Another  36  percent  of  firms  simply  Indicated  that 
they  had  no  interest  in  starting  a  retirement  plan.  Nine  percent  of  responding 
firms  also  indicated  that  a  more  favorable  legislative  and  regulatory  environ- 
ment would  cause  them  to  start  offering  retirement  plans. ^^ 


Trends  in  Pension  Plan  Coverage 


A  second  fundamental  small  business  issue  with  respect  to  pensions  is  the 
static  or  declining  growth  of  pension  coverage  over  the  last  decade.  Coverage 


^^  Kennell  et  al.,  Retirement  Plan  Coverage,  111-33-35. 
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rates  tripled  from  about  one-sixth  to  one-half  of  full-time  workers  between 
1940  and  1979,  then  remained  static  or  declined  throughout  the  1980s,  ac- 
cording to  most  estimates  (Table  2.9). ^^  Employee-reported  data  from  the  Cur- 
rent Population  Survey  indicate  that  actual  retirement  plan  coverage  declined 
from  48.3  to  45.6  percent  of  workers  between  1979  and  1983,  and  to  43.2 
percent  by  1988;  decreases  occurred  across  all  firm  sizes  (Table  2.2). 

Declines  in  pension  coverage  differ  by  firm  size.  Between  1979  and 
1983,  pension  coverage  of  workers  in  firms  with  fewer  than  500  employees 
declined  proportionately  more  than  in  large  firms. ^^  Between  1983  and  1988, 
coverage  of  workers  in  small  firms  declined  proportionately  less,  from  26.2  to 
24.9  percent,  compared  with  a  drop  from  72.1  to  65.0  percent  in  large  firms 
(Table  2.2  and  Chart  2.4). 

Data  on  firms,  like  the  data  on  workers,  also  show  an  overall  decline  in  the 
provision  of  pensions.  In  1991,  15.1  percent  of  all  firms  provided  a  retirement 
plan  to  their  workers  compared  with  1 7  percent  of  firms  in  1986  (Table  2.10).^°  In 
this  case,  much  of  this  decrease  is  because  of  low  small  firm  sponsorship  of  pen- 
sion benefits;  the  percentage  of  large  firms  offering  benefits  actually  increased. 

Reasons  for  the  Static/Declining  Levels  of  Pension 
Coverage 

The  reasons  behind  this  static  or  declining  level  of  pension  coverage  are  com- 
plex and  varied,  but  one  of  the  key  determinants  may  be  changes  in  employ- 
ment by  industry.  From  1950  to  1975,  growth  in  coverage  occurred  primarily 
in  the  manufacturing,  communications,  utilities,  and  transportation  industries. 
These  industries  are  characterized  by  large  and/or  unionized  firms — the  two 


^8  Several  definitions  of  coverage  are  used.  Pension  plan  coverage  can  refer  to  workers  who 
have  met  their  employer's  pension  plan  participation  requirements  and  actually  participate  in  the 
plan.  However,  some  employers  require  contributions  on  the  part  of  the  employees  and  workers 
who  have  met  all  plan  participation  requirements  may  simply  decide  not  to  participate;  such 
workers  would  not  be  covered.  Other  studies  have  used  a  broader  definition  of  coverage,  where 
workers  are  defined  as  covered  if  their  employer  offers  a  plan  to  any  or  all  employees  regardless 
of  whether  the  worker  has  met  the  plan's  requirements.  This  broader  definition  of  coverage  will 
be  referred  to  here  as  "availability." 

"  The  CPS  survey  only  counts  workers  as  covered  if  they  are  covered  by  a  plan  on  their  cur- 
rent job,  whereas  for  accounting  reasons,  the  Form  5500  data  count  nonvested  plan  participants 
who  leave  their  job  as  covered  on  that  job  for  a  year  or  more  after  leaving  the  firm  (even  if  the 
person  is  working  for  another  firm). 

3°  The  results  from  the  1991  Retirement  Plan  Survey  are  consistent  with  Lewin-ICF's  earlier 
survey  for  the  SBA  on  health  insurance  status,  although  the  results  are  not  directly  comparable.  In 
the  earlier  study,  Lewin-ICF  asked  firms  to  identify  those  benefits  offered  in  1986.  The  likelihood 
of  a  benefit  being  available  increased  with  firm  size  in  all  cases,  and  the  benefits  most  likely  to  be 
offered,  in  order  of  priority,  were  vacation,  health  insurance,  sick  leave,  life  insurance,  and  pen- 
sion/401 (k).  Bonus  plans  were  included  as  a  separate  category  in  the  earlier  survey.  The  only  cat- 
egory in  the  1991  Retirement  Plan  Survey  was  "retirement  plan,"  which  was  different  from  the 
categories  included  in  the  1986  survey.  In  addition,  to  be  directly  comparable  to  the  1991  survey, 
the  earlier  study's  percentages  must  be  adjusted  to  eliminate  the  question's  non-respondents.  See 
Kennell  et  al.,  Retirement  Plan  Coverage,  111-53-54. 
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Table  2.9     Pension  Coverage,  Selected  Years,  1940-1987 


Year 


Private  Wage- 

and-Salary 

Workers 

(Thousands) 

Workers  Covered 

by  Private 

Pension  Plans 

(Thousands) 

Total 
Workers 
Covered 
(Percent) 

28,159 

4,100 

15 

34,429 

6,400 

19 

39,171 

9,800 

25 

43,727 

14,200 

33 

45,836 

18,700 

41 

50,691 

21,800 

43 

58,326 

26,300 

45 

68,104 

30,738 

45 

78,349 

35,939 

46 

88,293 

40,444 

46 

90,267 

41,343 

46 

91,559 

41,925 

46 

1940 
1945 
1950 
1955 
1960 
1965 
1970 
1975 
1980 
1985 
1986 
1987 


Note:  Includes  wage-and-salary  agriculture  workers  from  1975  to  1987. 
Source:  U.S.  Department  of  Labor,  Pension  and  Welfare  Benefits  Administration,  Trends  in 
Pensions  (Washington,  D.C.:  U.S.  Government  Printing  Office,  1989),  357. 


characteristics  most  closely  associated  with  pension  sponsorship  and  partici- 
pation, but  the  proportion  of  workers  employed  in  these  industries  has  de- 
clined since  the  early  1970s. 

Most  employment  growth  is  in  the  service  industries,  where  employment 
is  concentrated  in  small  nonunionized  firms  with  historically  low  coverage 
rates.  The  disproportionate  growth  of  new  jobs  in  low-sponsorship  and  low- 
coverage  service  industries  has  offset  slight  increases  in  the  coverage  rate  oc- 
curring across  most  other  industry  sectors.  Thus,  despite  the  shift  in  employ- 
ment away  from  manufacturing  and  toward  services,  covered  workers  are 
much  more  likely  to  be  in  manufacturing  than  in  services.^' 

Another  possible  reason  for  the  decline  in  pension  coverage  is  that  bene- 
fit costs  have  risen  faster  than  wages  and  salaries.  Between  1987  and  1992, 
wages  and  salaries  rose  at  an  average  annual  rate  of  3.8  percent,  compared 


^'  Other  explanations  of  this  trend  in  coverage  include  the  idea  that  the  decline  is  the  result 
of  the  downturn  in  the  economic  position  of  less  skilled  American  men,  through  declining  real 
wages  and  less  unionization.  Additional  factors  which  may  account  for  the  1980s  fall  in  pension 
coverage,  but  are  more  difficult  to  analyze  empirically,  include  tradeoffs  of  pensions  with  wages 
or  other  fringe  benefits  and  the  legal  status  of  different  pension  rules  and  provisions  (e.g.,  vesting, 
decreased  income  tax  rates,  and  increased  availability  of  IRAs  and  401  (k)s).  See  David  E.  Bloom 
and  Richard  B.  Freeman,  "The  Fall  in  Private  Pension  Coverage  in  the  United  States,"  American 
Economic  Association  Papers  and  Proceedings  (May  1 992),  539-545. 
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Pension  Coverage,  1940-1987 


Total  Workers 
Workers  Covered 


1940  1945  1950  1955  1960  1965  1970  1975  1980  1985  1986  1987 

Year 

«!ote:  Figures  for  1986  and  1987  are  projections. 

Source:  U.S.  Department  of  Labor,  Bureau  of  Labor  Statistics,  Employment  and  E^n 
(various  issues);  U.S.  Department  of  Health,  Education,  and  Welfare,  Social  Security 
Administration,  Social  Security  Bulletin  39  (June  1976),  4;  and  Alfred  M.  Skolnik,  "Private 
Pension  Plans,  1950-1974." 


v\/ith  a  6.2-percent  increase  in  the  benefit  component  of  compensation."  The 
growth  in  benefit  costs  has  been  fueled  by  the  rising  costs  of  health  care  to 
businesses,  and  this  increase  may  have  had  an  effect  on  the  ability  of  firms  to 
offer  pension  coverage. 


'-  U.S.  Department  of  Labor,  Bureau  of  Labor  Statistics,  Employment  Cost  Index-Historical 
Dafa  (January  26,  1993). 
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Pension  Plan  Formation  and  Termination 

The  static  or  declining  level  of  pension  coverage  stems  from  both  low  plan  for- 
mation and  high  plan  termination  rates."  Pension  plan  applications  peaked  in 
1982  at  85,400;  at  that  time  about  730,000  private  pension  plans  existed.  Of 
the  85,400  applications,  two-thirds  were  defined  contribution  plans  and  the  re- 
mainder were  defined  benefit  plans.  After  that  peak  in  1982,  overall  plan  for- 
mation declined  by  more  than  70  percent  to  an  estimated  24,700  in  1989.  This 
trend  is  even  more  pronounced  for  defined  benefit  plans — formations  dropped 
by  84  percent  by  1989.  In  part,  these  trends  reflect  the  increasing  costs  of  es- 
tablishing, administering,  and  revising  pension  plans. 

Pension  plan  terminations  reached  a  low  of  13,300  in  1980 — 9,000  were 
defined  contribution  plans  and  4,300  were  defined  benefit  plans.  After  that 
low  point,  plan  terminations  increased  by  more  than  127  percent  to  34,700  in 
1990.  Defined  benefit  plan  terminations  rose  continuously  and  most  dramati- 
cally, increasing  from  4,300  in  1980  to  16,400  by  1990.  By  1989,  defined 
benefit  plan  terminations  exceeded  defined  contribution  plan  terminations 
even  though,  at  the  time,  there  were  only  a  third  as  many  plans. 

Net  plan  formations — formations  minus  terminations — in  both  defined 
contribution  and  defined  benefit  plans  have  fallen  steadily  since  the  early 
1980s.  By  1988,  net  formations  of  defined  benefit  plans  had  turned  negative. 

Analysis  of  data  from  the  1991  SBA  Retirement  Plan  Survey  indicates  that 
about  29  percent  of  firms  with  retirement  plans  terminated  at  least  one  plan 
between  1986  and  1990.  This  estimate  exceeds  previous  estimates  based  on 
IRS  determination  letter  statistics  by  161  percent,  an  indication  that  previous 
estimates  probably  significantly  underreported  plan  terminations. 

While  government  policies  have  had  limited  effect  in  encouraging  the 
formation  of  new  retirement  plans,  they  do  seem  to  have  had  a  profound  ef- 
fect on  plan  termination  decisions.  More  than  half  of  all  firms — and  61  per- 
cent of  small  firms  with  less  than  25  workers— in  the  1991  SBA  Retirement 
Plan  Survey  cited  onerous  federal  laws  and  regulations  as  the  key  reason  they 
terminated  a  plan  (Table  2.11).^'' 

Retirement  Plan  Characteristics 

A  third  major  concern  of  policymakers  is  the  shift  from  defined  benefit  to  de- 
fined contribution  plans  and  the  low  prevalence  of  defined  benefit  plans 
among  small  businesses.  Defined  benefit  plans  tend  to  offer  greater  retirement 
security  and  higher  levels  of  benefits  than  defined  contribution  plans.  Most 


"  An  estimate  of  the  number  of  new  pension  plans  formed  and  existing  plans  terminated 
may  be  made  based  on  Internal  Revenue  Service  determination  letter  data.  These  data,  however, 
may  underestimate  the  number  of  new  plans  formed  and  the  termination  of  existing  plans  be- 
cause some  plan  sponsors  will  not  request  a  determination  letter.  See  Trutko  et  al.,  Cost  and  Im- 
pact of  Federal  Regulation,  27-28. 

^■'  Kennell  et  al.,  Retirement  Plan  Coverage,  Table  C-1 5. 
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small  businesses,  however,  sponsor  defined  contribution  plans,  which  are 
generally  considered  less  burdensome  and  less  expensive  to  administer,  with 
less  federal  regulation  than  defined  benefit  plans. 

Among  all  firms  that  sponsored  retirement  plans  in  1991,  14.3  percent 
had  defined  benefit  plans,  in  which  benefits  are  based  on  years  of  service  and 
earnings,  as  their  primary  plan;  85.7  percent  had  defined  contribution  plans, 
in  which  benefits  are  based  on  contributions,  as  their  primary  plan  (Table 
2.12).  Among  the  smallest  firms,  only  10.1  percent  had  defined  benefit  plans 
as  their  primary  plan.  In  contrast,  in  the  largest  firms  (500  workers  or  more), 
53.7  percent  had  defined  benefit  plans  as  their  primary  plan." 

Among  all  workers  whose  firm  had  a  plan  available,  64.8  percent  had  a 
defined  benefit  plan  and  35.2  percent  had  a  defined  contribution  plan  avail- 
able as  their  firm's  primary  plan  (Table  2.13).  Among  the  smallest  firms  (1-24 
workers)  with  plans  available,  only  12.6  percent  of  workers  had  defined  bene- 
fit plans.  In  contrast,  among  the  largest  firms  (500  or  more  workers)  with  plans 
available,  81 .9  percent  of  the  workers  had  defined  benefit  plans. 

Shift  from  Defined  Benefit  to  Defined  Contribution  Plans 

The  current  trend  is  toward  relatively  more  defined  contribution  plans — par- 
ticularly new  types  of  plans  such  as  401  (k)  and  employee  stock  ownership 
plans  (ESOPs).  Several  factors  favor  this  trend,  including  shifts  in  employment 
from  goods-producing  industries  (that  is,  those  with  large  and/or  unionized 
firms)  to  service-producing  industries  (characterized  by  small  nonunionized 
firms);  increased  regulatory  complexity  of  defined  benefit  plans;  frequency  of 
change  in  the  rules,  as  well  as  legislation  that  imposes  greater  compliance 
costs  on  defined  benefit  plans;  and  more  favorable  tax  treatment  for  defined 
contribution  plans.  There  appears  to  be  a  growing  pattern  for  workers  to  use 
defined  contribution  plans  for  both  savings  and  retirement.^^ 

Most  new  retirement  plan  coverage  occurs  through  new  defined  contri- 
bution plans.  From  1980  to  1987,  the  number  of  workers  with  defined  benefit 
coverage  decreased  from  30.1  million  to  28.4  million.  During  that  same  pe- 
riod, the  number  of  workers  with  defined  contribution  coverage  increased 
from  18.9  million  to  35.0  million.  Of  that  16.1 -million  increase,  7.2  million 
was  in  primary  defined  contribution  plans,  with  the  remainder  in  secondary 
defined  contribution  plans. ^^  In  other  words,  the  growth  in  defined  contribu- 
tion coverage  is  attributable  in  part  to  defined  contribution  plans  replacing 


^5  Kennell  et  al.,  Retirement  Plan  Coverage,  Table  111-28. 

'''  Daniel  ).  Beller  and  Helen  H.  Lawrence,  "Trends  in  Private  Pension  Coverage,"  in  U.S.  De- 
partment of  Labor,  Pension  and  Welfare  Benefits  Administration,  Trends  in  Pensions  1992  (Wash- 
ington, D.C.:  U.S.  Government  Printing  Office,  1992),  68. 

^'  If  a  firm  has  only  one  plan  it  is  defined  as  the  firm's  primary  plan.  If  a  firm  has  more  than 
one  plan  then  either  (1 )  the  firm's  largest  defined  benefit  plan  (i.e.,  w/ith  the  largest  number  of  ac- 
tive participants)  is  the  firm's  primary  plan;  or  (2)  if  the  firm  only  has  defined  contribution  plans, 
the  largest  of  these  is  the  firm's  primary  plan.  See  Kennell  et  al.,  Retirement  Plan  Coverage,  111-63. 
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Table  2.1 2     Firms  in  the  United  States  with  Primary  Retirement  Plans 
Available,  by  Plan  Characteristics  in  1 990  *  (Firms  in  Thousands) 


Total 

Employment  Size  of  Firm 

1-24 

25-99 

1 00-499 

500  + 

Total  U.S.  Firms 

7,314.2 

6,906.5 

325.9 

68.4 

13.4 

Firms  with  Retirement  Plans 

1,267.4 

1,053.5 

157.2 

45.0 

11.8 

Availability  Rate  (Percent) 

17.3 

15.3 

48.2 

65.8 

88.1 

Firms  with  Defined 

Benefit  Plans 

181.3 

106.9 

55.4 

12.6 

6.3 

Percent  of  Primary  Plans 

that  Are  Defined  Benefit 

Plans 

14.3 

10.1 

35.2 

28.0 

53.7 

Firms  with  Defined 

Contribution  Plans 

1,086.1 

946.5 

101.8 

32.4 

5.5 

Percent  of  Primary  Plans 

that  Are  Defined 

Contribution  Plans 

85.7 

89.8 

64.7 

71.9 

46.8 

*Estimates  apply  firm  weights. 

Note:  Rows  may  not  add  to  totals  because  of  rounding. 

Source:  David  Kennell,  Arnold  Brooks,  and  Terry  Savela,  Retirement  Plan  Coverage  in  Small 
and  Large  Firms,  report  no.  PB93-11  51  37,  prepared  by  Lewin-ICF  for  the  U.S.  Small  Business  Ad- 
ministration, Office  of  Advocacy  (Springfield,  Va.:  National  Technical  Information  Service,  1992). 


defined  benefit  plans,  but  more  of  the  increase  is  in  supplemental  defined 
contribution  plans  added  in  firms  that  already  have  a  defined  benefit  plan. 

In  1987,  39  percent  of  covered  workers  were  enrolled  in  at  least  two 
plans,  and  13  percent  were  enrolled  in  three  or  more  plans.  Overall,  68  per- 
cent of  covered  workers  were  enrolled  in  a  defined  benefit  plan  and  65  per- 
cent were  enrolled  in  a  defined  contribution  plan.^^ 

Among  the  smallest  firms  sponsoring  primary  defined  contribution  plans, 
39.6  percent  of  workers  have  profit  sharing  or  employee  stock  ownership  plans 
(ESOPs)  and  29.5  percent  have  money  purchase  or  thrift  plans  (Table  2.14)." 

While  simplified  employee  pensions  (SEPs)  were  established  to  help  in- 
crease retirement  plan  sponsorship  among  small  firms,  the  available  evidence 


'8  Trends  in  Pensions  1 992,  3 . 

"  A  money  purchase  plan  is  a  type  of  defined  contribution  plan  under  which  an  employer's 
contributions  are  usually  determined  as  a  percentage  of  pay.  A  thrift  plan  is  a  type  of  defined  con- 
tribution plan  under  which  participants  make  contributions  on  a  discretionary  basis,  and  to  which 
employers  may  also  contribute,  usually  on  a  partial  or  full  matching  basis.  Employee  Benefit  Re- 
search Institute,  EBRI  Databook  on  Employee  Benefits  (V^ashington,  D.C.:  EBRI,  1990),  381-382. 
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Table  2.13      Workers  with  Primary  Retirement  Plans  by  Plan  Characteristics 
in  1990  *  (Workers  in  Thousands) 


Employment  Size  of  Firm 


Total 


1-24 


25-99 


1 00-499 


500  + 


Total  U.S.  Workers 

Workers  with  Retirement 

Plans 
Primary  Plan  Availability 

Rate  (Percent) 
Workers  with  Primary 

Defined  Benefit  Plans 
Percent  of  Workers  with 

Primary  Plans  that  Are 

Defined  Benefit  Plans 
Firms  with  Primary 

Defined  Contribution 

Plans 
Percent  of  Workers  with 

Primary  Plans  that  Are 

Defined  Contribution 

Plans 


98.187.1  27,073.5  13,995.8  12,320.7  44,797.1 

62,911.9  4,807.5  6,805.1  8,062.9  43,236.4 

64.1  17.8  48.6  65.4  96.5 

40,782.7  607.6  2,642.7  2,142.3  35,390.0 

64.8  12.6  38.8  26.6  81.9 

22.129.2  4,199.8  4,162.4  5,920.6  7,846.4 


35.2  87.^ 


61.2  73.4 


18.1 


*Estimates  apply  worker  weights. 

Note:  Rows  may  not  add  to  totals  because  of  rounding. 

Source:  David  Kennell,  Arnold  Brooks,  and  Terry  Savela,  Retirement  Plan  Coverage  in  Small 
and  Large  Firms,  report  no.  PB93-115137,  prepared  by  Lewin-ICF  for  the  U.S.  Small  Business  Ad- 
ministration, Office  of  Advocacy  (Springfield,  Va.:  National  Technical  Information  Service,  1992). 


indicates  that  they  have  not  been  very  successful. ■♦°  Recent  data  confirm  that 
the  level  of  SEP  sponsorship  and  employee  participation  is  low:  only  4  per- 
cent of  all  workers  (with  or  without  a  retirement  plan  available)  in  the  small- 
est firms  (fewer  than  25  workers)  had  SEPs  available.  Only  26  percent  of  all 
workers  in  the  smallest  firms  with  primary  defined  contribution  plans  had 


^'^^  The  Revenue  Act  of  1978  established  "simplified  employee  pensions"  (SEPs),  which  are 
similar  to  IRAs  and  provide  individual  accounts  for  employees.  However,  contribution  limits  are 
higher  (currently  $30,000)  than  for  IRAs,  and  contributions  are  generally  provided  by  the  em- 
ployer. The  Tax  Reform  Act  of  1986  established  a  salary  reduction  feature  for  SEPs  maintained  by 
employers  with  25  or  fewer  employees.  For  information  on  SEPs,  see  U.S.  Department  of  Labor 
and  U.S.  Small  Business  Administration,  Simplified  Employee  Pensions:  What  Small  Businesses 
Need  to  Know  (Washington,  D.C.:  U.S.  Government  Printing  Office,  1988). 
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Table  2.14     Distribution  of  Worl<ers  with  Primary  Defined  Contribution  Plans 
Available  by  Plan  Type,  1990 '  (Workers  in  Thousands) 


Employment  Size  of  Firm 


Total 


1-24 


25-99 


1 00-499 


500- 


Workers  with  Primary 
Defined  Contribution 
Plans 


22,129.1         4,199.8         4,162.4       5,920.6         7,846.4 


Percent  Distribution  of 
Workers  with  Defined 
Contribution  Plans 
Available  by  Plan  Type 
Plan  Type  ^ 

Money  Purchase  and 

Thrift/Savings  ^ 
Profit  Sharing/ESOP  3 
Simplified  Employee 

Pension 
IRA/Keogh  for  Self- 

Employed 
401  (k)  Status  of  Plans 

Above  ^ 
401  (k)  Plans 
Non-401  (k)  Plans" 


100.0 


100.0 


100.0 


100.0 


100.0 


23.8 

29.5 

17.1 

27.5 

21.2 

67.7 

39.6 

68.3 

72.5 

78.8 

7.6 

26.0 

14.7 

0.0 

0.0 

1.0 

4.8 

0.0 

0.0 

0.0 

100.0 

100.0 

100.0 

100.0 

100.0 

30.0 

13.5 

34.2 

44.5 

26.5 

70.0 

86.5 

65.8 

55.5 

73.5 

'  Estimates  apply  worker  weights.  See  Appendix  Table  C-22  for  distribution  of  firms  with  pri- 
mary defined  contribution  plans  available. 

2  Excludes  workers  with  plans  available  where  the  primary  type  of  plan  was  unknown. 

^  Includes  both  401  (k)  and  non-401  (k)  plans. 

''  Includes  ail  IRA/Keoghs  for  self-employed  workers. 

Note;  Columns  may  not  add  to  totals  because  of  rounding. 

Source:  David  Kennell,  Arnold  Brooks,  and  Terry  Savela,  Retirement  Plan  Coverage  in  Small 
and  Large  Firms,  report  no.  PB93-11  51  37,  prepared  by  Lewin-ICF  for  the  U.S.  Small  Business  Ad- 
ministration, Office  of  Advocacy  (Springfield,  Va.:  National  Technical  Information  Service,  1992). 


SEPs."*^  It  is  somevi'hat  surprising  that  SEPs  are  not  more  popular  among  the 
smallest  firms,  given  the  fact  that  their  establishment  and  annual  administra- 
tion costs  are  very  low  (often  zero)  and  generally  there  are  virtually  no  IRS  fil- 
ing requirements  involved. 


■"  Kennell  et  al..  Retirement  Plan  Coverage,  Table  111-30.  Data  from  a  1990  survey  of  small 
establishments  show  that  1  percent  of  employees  participate  in  a  SEP.  U.S.  Department  of  Labor, 
Bureau  of  Labor  Statistics,  Employee  Benefits  in  Small  Private  Establishments,  1990,  (September 
1991). 
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While  SEPs  are  easier  to  set  up  and  administer  than  other  small  business 
retirement  plans,  they  do  not  address  many  of  the  factors  that  discourage  plan 
sponsorship.^^  For  many  employers,  simplicity  alone  is  not  a  sufficient  incen- 
tive for  plan  sponsorship.  Also,  specific  SEP  provisions — such  as  inclusive 
participation  requirements  and  immediate  vesting  for  all  participants — may 
limit  their  use.  And  financial  institutions  and  advisors  have  little  incentive  to 
market  SEPs,  further  contributing  to  low  utilization.^^  The  market  for  SEPs  is 
also  limited  by  more  general  factors — such  as  the  nature  of  the  small  business 
work  force  and  pension  plan  costs — that  affect  small  employers'  decisions  to 
sponsor  any  type  of  pension  plan. 

401  (k)  Plans 

A  401  (k)  arrangement — that  is,  an  employer-sponsored  pre-tax  savings  plan — al- 
lows employees  to  defer  part  of  their  pay,  which  is  contributed  to  a  savings  plan 
and  excluded  from  current  income  for  federal  tax  as  well  as  social  security  tax 
purposes.  Taxes  on  contributions  and  earnings  are  deferred  until  distribution. 

In  401  (k)  plans,  unlike  traditional  employer-sponsored  pension  and  re- 
tirement plans,  employees  are  permitted  to  make  pre-tax  contributions  to  the 
plan  (the  employer  may  or  may  not  also  contribute),  and  once  the  employee 
is  eligible,  actual  participation  in  the  401  (k)  is  generally  voluntary.''^ 

Increasingly,  401  (k)  plans  are  offered  as  a  pension  benefit.  Availability  of 
these  plans  increased  threefold  between  1983  and  1988 — from  about  8.5  per- 
cent to  more  than  26  percent.  This  increase  occurred  across  all  firm  sizes. "^ 

The  growth  of  401  (k)  plans  is  a  mirror  image  of  the  static  or  declining 
level  of  employee  participation  in  retirement  plans.  Overall  pension  coverage 
rates  have  fallen  or  remained  static  even  as  overall  availability  of  pension 
plans  has  increased.  This  phenomenon  may  reflect  the  increase  in  these  vol- 
untary plans  and  the  general  shift  from  defined  benefit  to  defined  contribution 
plans.  In  terms  of  savings,  evidence  indicates  that  contributions  to  401  (k) 


"*"  Under  a  SEP,  an  employer  contributes  to  each  employee's  individual  retirement  account 
(IRA).  The  employee  is  fully  vested — i.e.,  has  full  ownership  of  the  plan's  assets — and  has  immediate 
access  to  funds  once  the  contributions  are  made,  subject  to  normal  IRA  restrictions.  These  contribu- 
tions are  not  taxed  as  income  to  the  employee  and  are  deductible  by  the  employer  as  an  ordinary 
business  expense.  All  workers  who  are  at  least  21  years  of  age,  have  worked  for  3  of  the  past  5 
years,  and  have  earned  at  least  $363  annually  (1991  amount)  are  considered  eligible  and  must  be 
included  in  the  plan.  See  U.S.  General  Accounting  Office,  Private  Pensions:  Changes  Can  Pro- 
duce a  Modest  Increase  in  Use  of  Simplified  Employee  Pensions  (Washington,  D.C.:  U.S.  General 
Accounting  Office,  July  1 992),  4-5. 

^^  GAO,  Private  Pensions:  Changes  Can  Produce  a  Modest  Increase,  2. 

""  Leslie  E.  Papke,  Participation  In  and  Contributions  to  401  (k)  Pension  Plans:  Evidence  from 
Plan  Data,  Working  Paper  No.  4199  (Cambridge,  Mass.:  National  Bureau  of  Economic  Research, 
Inc.,  October  1992),  1. 

■"'  For  an  analysis  of  401  (k)  plans  based  on  1 983  GPS  data,  see  The  State  of  Small  Business:  A 
Report  of  the  Pres/c/enf  (Washington,  D.C.;  U.S.  Government  Printing  Office,  1985),  271. 
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plans  represent  net  new  savings,  and  not  simply  the  displacement  of  one  form 
of  savings  by  another/'' 

Workers  in  small  firms  are  much  less  likely  than  their  counterparts  in  large 
firms  to  work  for  an  employer  who  offers  a  401  (k).  About  12  percent  of  work- 
ers in  firms  with  fewer  than  500  employees  are  offered  a  401  (k)  plan,  com- 
pared with  more  than  43  percent  in  large  firms  (Table  2.15).  Only  3  percent  of 
workers  in  firms  with  fewer  than  1 0  employees  are  offered  a  401  (k)  plan. 

Large  employers  are  more  likely  to  contribute  to  such  a  plan  than  small 
employers.  Three-quarters  of  workers  with  401  (k)  plans  in  small  firms  (with 
fewer  than  500  workers)  indicate  their  employers  contribute  to  their  401  (k), 
compared  with  almost  85  percent  of  comparable  workers  in  large  firms  (with 
500  workers  or  more).  Workers  in  small  firms  are  more  likely  to  contribute  10 
percent  or  more  of  their  gross  pay  to  their  401  (k)  plan  than  workers  in  larger 
firms.  Thirty  percent  of  workers  with  primary  defined  contribution  plans  have 
a  401  (k)  type  of  plan;  again  a  larger  proportion  of  these  workers  are  in  large 
firms  (Table  2.14). 

Participation  in  401  (k)  plans  has  grown  from  6.1  percent  of  all  workers  in 
1984  to  19.1  percent  in  1990  (Table  2.16).  Although  the  401  (k)  plan  partici- 
pation rate  increased  by  more  than  200  percent  between  1984  and  1990,  it  is 
still  relatively  low  because  most  employers  do  not  offer  such  plans.  The  par- 
ticipation rate  among  eligible  workers  in  firms  that  offer  401  (k)  plans  was  68 
percent  in  1990 — higher  than  the  1984  participation  rate  of  56  percent. 

Because  coverage  is  voluntary  in  401  (k)  plans,  employer  contributions 
were  expected  to  be  an  important  catalyst  for  employee  participation  and 
coverage;  however,  this  does  not  appear  to  be  the  case.  Small  firm  employers 
are  less  likely  to  contribute  to  their  employees'  401  (k)  plan  than  large  firm 
employers — 75  percent  versus  85  percent,  yet  eligible  workers  in  small  firms 
(fewer  than  500  workers)  are  about  as  likely  as  or  more  likely  than  eligible 
workers  in  large  firms  to  participate  (Tables  2.15  and  2.16). 

IRA  Participation 

In  1974,  ERISA  established  individual  retirement  accounts  (IRAs)  to  allow 
workers  not  covered  by  employer  pension  plans  to  set  aside  tax-deferred  in- 
come for  retirement.  The  1981  Economic  Recovery  Tax  Act  (ERTA)  extended 
IRAs  to  all  workers.  The  Tax  Reform  Act  of  1986  restricted  the  deductibility  of 
contributions  to  IRAs  by  workers  over  certain  earnings  thresholds  who  partici- 
pate in  employer  plans. 

These  changes  in  regulations  affecting  IRAs  have  had  a  significant  impact 
on  the  proportion  of  workers  with  IRAs.  In  1 984,  20.7  percent  of  all  workers  in- 


"''  James  M.  Poterba,  Steven  F.  Venti,  and  David  A.  Wise,  401  (k)  Plans  and  Tax-Deferred  Sav- 
ing, Wori<ing  Paper  No.  4181  (Cambridge,  Mass.:  National  Bureau  of  Economic  Research,  Octo- 
ber 1992). 
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dicated  they  had  an  IRA/"  In  1987,  23.9  percent  of  workers  had  IRAs,  but  by 
1990,  the  proportion  had  declined  to  20.3  percent,  apparently  as  a  result  of  the 
Tax  Reform  Act  of  1986  (Table  2.1 6).'^^  Because  IRAs  can  be  considered  substi- 
tutes for  employer-provided  pensions,  the  growth  in  IRAs  may  have  contributed 
to  the  decline  in  employer  retirement  plan  coverage  in  the  1980s.  Although 
some  401  (k)  plans  may  have  displaced  some  IRAs  in  the  late  1980s  because 
employer  matching  made  401  (k)  plans  more  attractive,  evidence  suggests  that 
the  decline  in  IRAs  was  not  primarily  attributable  to  this  phenomenon.''^ 

Before  1983,  workers  in  small  firms  were  more  likely  than  workers  in  large 
firms  to  have  IRAs,  primarily  because  a  greater  proportion  of  large  firm  workers 
were  covered  by  employer-sponsored  pension  plans  and  were  therefore  ineligi- 
ble for  IRAs.  By  1983,  two  years  after  the  change  in  IRA  eligibility  rules,  more 
workers  had  IRAs,  and  the  proportion  of  workers  in  large  firms  with  IRAs  was 
greater  than  in  small  firms — 19.3  percent  versus  15.1  percent.^"  Once  they  were 
eligible  to  invest  in  IRAs,  higher  paid  workers  were  apparently  more  likely  to  do 
so  than  lower  paid  workers,  who  tended  to  be  employed  in  small  firms. 

By  1988,  the  trend  had  reversed  itself  again:  small  firm  workers  were 
again  more  likely  to  have  contributed  to  an  IRA — 13.4  percent,  compared 
with  11.9  percent  of  large  firm  workers  (Table  2.17).  The  Tax  Reform  Act  of 
1986  limited  deductibility  of  IRA  contributions  to  single  individuals  earning 
less  than  $35,000  and  to  married  individuals  earning  less  than  $50,000.  This 
rendered  ineligible  relatively  more  large  firm  employees  than  small  firm  em- 
ployees. The  trend  reversal  also  reflects  the  fact  that  small  employers  are  less 
likely  to  provide  a  pension  plan  for  their  workers;  these  workers  must  there- 
fore provide  for  retirement  on  their  own. 

More  than  three-quarters  of  workers  with  IRAs  were  also  covered  by  a 
pension  plan  at  work.^^  In  1 990,  the  IRA  participation  rate  of  workers  covered 
by  employer-provided  pension  plans  was  23  percent — higher  than  the  15-per- 
cent rate  of  those  not  covered  by  a  pension  plan  (Table  2.18). 

Employer-Sponsored  Pension  Plans,  IRAs,  and  401  (k)  Plans 

The  percentage  of  workers  covered  by  either  an  employer-sponsored  pension, 
IRA,  or  401  (k)  plan  was  72.4  percent  in  1990 — not  significantly  different  from 
the  1 987  coverage  rate  of  71 .9  percent  or  the  1 984  coverage  rate  of  72.1  per- 


^^  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Population  Reports,  Series 
P-70,  no.  12,  Pensions:  Worker  Coverage  and  Retirement  Income,  1984  (Washington,  D.C.:  U.S. 
Government  Printing  Office,  1987),  Table  F. 

■*^  The  1988  CPS  does  not  contain  information  about  whether  a  worker  had  an  IRA — it  only 
contains  information  about  whether  a  worker  contributed  to  an  IRA  in  the  previous  year  (1987). 

■'''  Poterba  et  al.,  401  ll<)  Plans  and  Tax-Deferred  Saving.  1 9-20. 

50  The  State  of  Small  Business:  A  Report  of  the  President  (Washington,  D.C.;  U.S.  Govern- 
ment Printing  Office,  1985),  266. 

5'  U.S.  Department  of  Commerce,  Bureau  of  the  Census,  Current  Population  Reports,  Series 
P-70,  no.  25,  Pensions:  Worker  Coverage  and  Retirement  Benefits,  / 987  (Washington,  D.C.:  U.S. 
Government  Printing  Office,  1 991 ),  1 . 
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cent.  Workers  in  small  firms  were  much  less  likely  to  have  any  of  these  types 
of  coverage  and  there  has  been  little  change  between  1987  and  1990  in  the 
level  of  coverage  by  firm  size  (Table  2.19). 

Vesting 

Vesting — the  entitlement  of  an  employee  to  accrued  pension  benefits  after  a 
specified  number  of  work  years — is  a  basic  indicator  of  potential  benefits. 
Once  vested,  an  employee  is  entitled  to  some  pension  benefits,  either  pay- 
ment from  a  plan  upon  reaching  retirement  age,  or  a  lump  sum  distribution  if 
the  employee  leaves  the  firm  earlier.  Federal  regulations  have  tightened  vest- 
ing provisions,  in  an  effort  to  ensure  that  workers  actually  receive  retirement 
income  irrespective  of  any  changes  in  coverage  rates."  All  qualified  private 
pension  plans  must  meet  ERISA's  minimum  participation  and  vesting  stan- 
dards, although  there  are  different  types  of  vesting  schedules  that  determine 
the  share  of  accrued  benefits  for  the  pension  enrollee.^^ 

During  the  1980s,  vesting  rules  were  generally  tightened,  making  more 
workers  eligible  for  pension  benefits  and  increasing  the  cost  of  pensions  to 
employers.  These  changes  may  have  contributed  to  some  of  the  decline  in 
pension  coverage. 

For  workers  with  pension  plans,  those  employed  in  the  smallest  firms  are 
somewhat  more  likely  to  be  vested  than  workers  in  larger  firms. ^'i  About  75 
percent  of  workers  in  small  firms  with  fewer  than  25  employees  are  vested, 
compared  with  about  71  percent  of  workers  in  large  firms  (with  500  or  more 
workers)  (Table  2.20). 

Small  employers'  plans  tend  to  vest  participants  sooner  than  large  em- 
ployers' plans.  This  is  because  many  small  employers'  plans  were  dispropor- 
tionately affected  by  special  "top  heavy"  rules  that  called  for  full  vesting  in 
fewer  than  10  years  of  service.  Many  small  employers'  plans  that  were  not 
top-heavy,  however,  did  not  fully  vest  workers  in  their  benefits  until  after  they 
had  worked  more  than  10  years.  In  comparison,  most  large  employers'  plans 
fully  vested  participants  with  10  years  of  service. 

Use  of  Preretirement  Lump-Sum  Distributions 

Attention  also  has  been  focused  on  the  use  of  preretirement  lump-sum  distribu- 
tions and  the  preservation  of  the  value  of  these  benefits  until  retirement.  Ac- 
cording to  EBRI  tabulations  of  the  May  1988  Current  Population  Survey  em- 


5^  GAG,  Private  Pensions:  Plan  Provisions,  3. 

"  The  Current  Population  Survey  data  do  not  provide  information  on  different  types  of  vest- 
ing provisions. 

5"  A  recent  GAG  study  found  that  small  employers'  plans  tended  to  vest  participants  sooner 
than  large  employers'  plans.  This  was  because  many  small  employers'  plans  were  affected  by 
"top-heavy"  rules  which  called  for  full  vesting  in  less  than  10  years.  Top-heavy  rules  apply  to 
plans  where  more  than  60  percent  of  the  benefits  or  contributions  go  to  company  owners,  offi- 
cers, or  other  key  employees.  See  GAG,  Private  Pensions:  Plan  Provisions,  3. 
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ployee  benefit  supplement,  8.5  million  workers  reported  that  they  received 
more  than  $48  billion  in  lump-sum  distributions  from  prior  jobs;  11  percent 
rolled  the  entire  amount  into  a  tax-deferred  retirement  account,  and  34  percent 
spent  the  entire  amount.^^  Some  experts  believe  there  should  be  provisions  re- 
quiring that  preretirement  distributions  be  transferred  to  individual  retirement 
accounts  or  other  qualified  accounts  rather  than  directly  distributed  to  the  em- 
ployee or  surviving  spouse.  A  larger  percentage  of  workers  in  small  firms  than  in 
large  firms  (54  percent  versus  45  percent)  are  eligible  to  receive  a  lump  sum 
payment  or  preretirement  cash-out  from  their  pension  plan  if  they  leave  their 
employer  (Table  2.20).  This  reflects  the  fact  that  small  firms  are  more  likely  to 
have  defined  contribution  plans  than  large  firms.  Lump-sum  pension  distribu- 
tion before  retirement  is  an  important  issue  in  the  debate  over  pension  portabil- 
ity and  preservation.56  It  may  also  be  a  factor  affecting  future  overall  coverage. 

Demographic  and  Economic  Trends 

A  fourth  major  issue  affecting  the  long-term  prospect  for  increased  retirement 
plan  coverage  is  the  dramatic  change  taking  place  in  the  U.S.  work  force,  which 
will  affect  the  prospects  of  small  businesses  offering  retirement  benefits  over  the 
next  several  decades.  Changes  include  major  demographic  and  economic  shifts 
which,  in  turn,  lead  to  changes  in  the  fabric  of  the  retirement  system. 

Demographic  and  economic  change  will  occur  along  several  important 
dimensions.  The  average  age  of  the  work  force  will  increase  and  growth  in 
the  labor  force  will  continue  to  slow.  These  changes,  many  believe,  will  place 
severe  strains  on  the  Social  Security  trust  fund. 

The  aging  of  the  baby  boom  generation  will  have  a  significant  effect  on 
the  allocation  of  resources  in  the  future.  The  proportion  of  the  U.S.  popula- 
tion aged  65  and  older  is  projected  to  grow  from  approximately  12  percent 
today  to  more  than  22  percent  after  the  year  2030.  As  this  disproportionately 
large  cohort  reaches  retirement  age,  demands  for  better  retirement  security 
are  certain  to  grow. 

Small  businesses  are  the  primary  employers  of  older  workers.  In  1988,  80 
percent  of  workers  65  years  old  and  over  were  employed  in  small  firms  with 
fewer  than  500  workers."  Policymakers  will  have  to  devote  even  more  atten- 


ds Employee  Benefit  Research  Institute,  EBRI  Issue  Brief,  no.  98  (Washington,  D.C.:  EBRI,  Jan- 
uary 1990),  Table  4.  The  remaining  lump-sum  recipients  put  these  funds  into  tax  qualified  savings 
(e.g.,  savings  accounts),  financial  savings  (e.g.,  home  purchase,  mortgage  payment,  loan  or  other 
debt  payment),  or  a  combination  of  consumption  and  savings. 

'^  For  a  more  detailed  discussion  of  lump-sum  distributions,  see  Emily  S.  Andrews,  "Retire- 
ment Savings  and  Lump  Sum  Distributions"  Benefits  Quarterly,  7,  no.  2  (Second  Quarter  1991) 
47-58.  This  research  presents  evidence  suggesting  that  preretirement  lump-sum  distributions  are 
becoming  more  prevalent  and  that  such  distributions  are  frequently  not  saved  until  retirement. 

"  Many  of  these  workers  are  receiving  retirement  income  from  previous  jobs,  especially  if 
they  previously  worked  for  a  large  firm.  It  is  difficult  to  determine  whether  workers  are  receiving 
a  pension  from  a  previous  employer. 
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tion  to  issues  such  as  Social  Security,  Medicare,  retiree  health  care,  pension 
plans,  individual  savings,  and  long-term  care.^^ 

Changes  in  the  job  mobility  of  the  v^ork  force  will  challenge  the  contin- 
ued effectiveness  of  the  current  retirement  system,  which  is  built  on  assump- 
tions of  long  service  to  one  employer.  The  issue  of  benefit  plan  "portability" 
will  become  especially  important. ^^  The  portability  issue  is  fundamental  to  fu- 
ture retirement  policy  and  affects  vesting,  preretirement  lump-sum  distribu- 
tions, and  the  preservation  of  retirement  resources.^" 

Workers  in  small  firms  are  much  more  likely  to  have  higher  turnover 
rates  than  workers  in  large  firms:  27  percent  of  workers  in  small  firms  move 
every  year  compared  with  only  1 5  percent  of  those  in  large  firms.^^ 

Workers  in  small  firms  are  also  likely  to  be  in  pension  plans  for  a  shorter 
time  than  workers  in  large  firms.  This  reflects  the  fact  that  small  firms  are  likely 
to  be  newer  and  therefore  have  had  pension  plans  for  shorter  periods.  Shorter 
tenure  in  pension  plans  is  also  related  to  the  characteristics  of  the  work  force  in 
small  firms,  typically  composed  of  more  young  and  intermittent  workers. 

There  is  evidence  that  individuals — particularly  those  with  defined  bene- 
fit plans — lose  significant  pension  benefits  if  they  are  highly  mobile  and  move 
between  firms.  Formulas  used  to  calculate  benefits  in  defined  benefit  plans 
work  against  people  who  change  jobs.  The  lack  of  portability  may  "lock  in" 
many  potential  entrepreneurs  and  innovators  who  would  be  more  creative  in 
another  context  but  have  too  much  invested  in  their  current  work  situation.  In 
terms  of  portability,  therefore,  defined  contribution  plans  are  better  suited  to 
the  small  firm  work  force  because  they  are  not  as  adversely  affected  during 
job  changes — unless  workers  take  the  money  out  and  spend  it,  as  many  do. 

Conclusion 

Trade-offs  between  wages  and  noncash  benefits  offered  by  a  firm  can  have  a 
significant  effect  on  their  attractiveness.  Firms  offering  equal  wages  but 
greater  benefits  are  better  able  to  attract  more  productive  workers  and,  as  a 
consequence,  increase  their  competitiveness  in  the  marketplace. 

Although  small  businesses  contribute  in  important  ways  to  the  diversity, 
flexibility,  and  economic  growth  of  the  American  economy,  the  very  nature  of 
small  firms  and  the  flexible  work  forces  they  employ  means  they  frequently 


58  Employee  Benefit  Research  Institute,  Employee  Benefit  Notes,  12,  no.  1  (January  1991),  3-4. 

5'  "Portability"  means  the  ability  of  an  employee  to  transfer  the  present  monetary  value  of 
vested  pension  credits  to  a  future  plan  after  leaving  an  employer. 

'^  Phyllis  A.  Fernandez,  "Preretirement  Lump  Sum  Distributions,"  Trends  in  Pensions  1992 
(Washington,  D.C.:  U.S.  Department  of  Labor,  Pension  Welfare  Benefits  Administration,  1992), 
285-317. 

*■'  D.  Drury,  W.  Dickens,  and  C.  Martin,  Labor  Turnover  and  Worker  Mobility  in  Small  and 
Large  Firms:  Evidence  from  the  SIPP,  report  no.  PB89-1  79360,  prepared  by  Berkeley  Planning 
Associates,  for  the  U.S.  Small  Business  Administration,  Office  of  Advocacy  (Springfield,  Va.:  Na- 
tional Technical  Information  Service,  1988),  3-6. 
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face  higher  costs  and  more  procedural  obstacles  in  providing  their  employees 
with  the  retirement  benefits  offered  by  their  larger  counterparts. 

The  increasing  demand  for  retirement  benefits  parallels  the  increasing 
age  of  the  U.S.  population.  Yet  pension  coverage  for  workers  in  small  busi- 
nesses remains  significantly  lower  than  for  workers  in  large  businesses.  Retire- 
ment plan  coverage  in  small  firms  is  more  likely  to  increase  if  the  administra- 
tive costs  of  providing  retirement  plans  are  reduced  and  regulations  are 
streamlined  so  that  small  employers  have  greater  flexibility  in  designing  bene- 
fit packages  that  meet  the  needs  of  a  diverse  work  force. 
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STATEMENT  OF 

J.  MARK  IWRY 

BENEFITS  TAX  COUNSEL 

DEPARTMENT  OF  THE  TREASURY 

BEFORE  THE 

COMMITTEE  ON  SMALL  BUSINESS 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

Madam  Chair  and  distinguished  Members  of  the  Committee: 

I  am  pleased  to  be  here  today  to  present  the  views  of  the 
Administration  on  pension  reform  and  simplification  as  it 
pertains  to  small  business.   We  believe  this  is  an  extremely 
important  issue,  and  we  hope  Congress  will  act  on  it  this  year. 
My  testimony  today  will  focus  on  the  Administration's  pension 
simplification  proposal,  as  it  relates  to  small  business.   In 
addition,  at  the  Committee's  request,  my  testimony  will  address  a 
number  of  the  more  significant  proposals  that  relate  to  small 
business  in  H.R.  2037  and  S.  1006  (the  "Pension  Simplification 
Act  of  1995") ,  and  in  miscellaneous  tax  proposals  on  which  the 
Committee  on  Ways  and  Means  held  hearings  in  July. 

On  June  12,  1995,  the  President  announced  the 
Administration's  pension  simplification  proposal  at  the  White 
House  Conference  on  Small  Business.   The  Administration's  package 
contains  significant  elements  that  will  simplify  pensions  for 
businesses  of  all  sizes,  as  well  as  for  tax-exempt  organizations, 
governmental  plan  sponsors,  multiemployer  plans,  and  employees. 
However,  much  of  the  proposal  is  focused  directly  on  small 
business. 

In  advancing  this  proposal,  the  Administration's  principal 
goal  was  to  initiate  a  bipartisan  effort  this  year  to  enact 
legislation  that  both  simplifies  the  pension  system  and  expands 
coverage,  with  special  emphasis  on  the  needs  of  small  business. 
Therefore,  we  were  pleased  when  Senators  Pryor  and  Hatch 
introduced  S.  1006,  the  "Pension  Simplification  Act  of  1995,"  on 
June  30.   This  legislation  moves  the  process  forward  in  a  very 
constructive  manner  and  includes  many  provisions  that  are  similar 
to  those  proposed  by  the  Administration.   On  July  13,  this 
legislation  was  introduced  in  the  House  of  Representatives,  as 
H.R.  2037,  by  Representatives  Portman  and  Cardin.   In  addition,  a 
number  of  miscellaneous  proposals  that  relate  to  pension 
simplification  have  been  introduced  and,  on  July  11  and  12,  the 
Ways  and  Means  Committee  held  hearings  on  these  and  other  tax 
proposals.   Accordingly,  we  now  have  an  opportunity  to  simplify 
pensions  and  to  expand  significantly  the  number  of  workers  in 
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small  businesses  who  are  covered  by  retirement  plans.   The 
Committee's  focus  on  this  issue  is  therefore  most  timely. 

Pension  simplification  is  an  issue  for  which  there  has  long 
been  consensus  and  broad-based,  bipartisan  support.   In  1992,  for 
example,  pension  simplification  legislation  sponsored  by  then- 
Senator  Bentsen,  Senator  Pryor,  and  numerous  others  was  passed 
twice  by  Congress  as  part  of  broader  tax  legislation  in  H.R.  11 
and  H.R.  4210  that  was  vetoed  twice  by  President  Bush.   In  1994, 
the  House  of  Representatives  passed  H.R.  3419  (the  "Tax 
Simplification  and  Technical  Corrections  Act") ,  which  contained 
many  pension  simplification  provisions  that  were  similar  to  those 
included  in  H.R.  11  and  H.R.  4210.   The  Committee  on  Ways  and 
Means'  recent  hearings  considered  various  modifications  to  the 
pension  simplification  provisions  of  H.R.  3419. 

The  Administration's  proposal,  H.R.  2037,  and  H.R.  3419  have 
many  provisions  in  common.   Indeed,  the  majority  of  their 
provisions  are  very  similar.   Of  the  differences,  most  are  minor 
or  technical,  although  a  few  are  more  substantive.   My  testimony 
will  first  review  the  key  provisions  of  the  Administration's 
proposal  that  relate  to  small  business  and  will  then  address 
significant  differences  between  the  Administration's  and  the 
other  proposals. 

ADMINISTRATION'S  PROPOSAL 

In  the  21  years  since  Congress  enacted  the  Employee 
Retirement  Income  Security  Act  of  1974  (ERISA)  to  protect  pension 
promises  made  to  employees,  the  pension  laws  have  become 
extremely  complicated.   There  are  many  reasons  for  this:  the 
desire  of  employers  to  have  a  high  degree  of  flexibility  in 
designing  plans  that  best  suit  their  work  force;  the  policy 
objective  of  ensuring  that  most  employees  receive  tax  and  savings 
benefits  from  retirement  plans  that  are  comparable  to  those 
provided  to  highly  compensated  employees  and  business  owners;  the 
need  to  prevent  specific  tax-shelter  abuses;  the  need  to  limit 
tax-favored  retirement  accumulations  in  light  of  revenue 
implications;  and  the  desire  to  "grandfather"  past  options  when 
changing  the  law. 

While  each  of  these  is  an  important  objective,  and  while  the 
private  pension  system  has  been  greatly  strengthened  as  a  result 
of  ERISA  and  its  amendments,  the  cumulative  effect  —  together 
with  almost  annual  legislative  changes  —  has  been  to  raise 
compliance  and  administrative  costs.   This  is  one  reason  many 
small  employers,  in  particular,  believe  they  cannot  offer 
retirement  plans  to  their  employees  and  one  reason  the 
Administration  has  put  forward  its  pension  simplification 
proposal. 
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The  law  currently  includes  a  number  of  complex  rules  that 
are  outmoded,  redundant,  or  no  longer  necessary  to  achieve  policy 
goals.   Simplification  of  current  law  will  encourage  more 
employers,  both  small  and  large,  to  contribute  to  their 
employees'  retirement  and  to  provide  employees  with  simpler,  tax- 
advantaged  ways  to  save  for  retirement.   In  addition,  by  reducing 
administrative  expenses,  more  of  the  money  spent  by  employers  to 
maintain  pension  plans  can  go  to  providing  benefits  to  employees, 
rather  than  to  paying  lawyers,  accountants,  consultants,  and 
actuaries. 

In  developing  the  Administration's  proposal,  our  goal  was 
not  only  to  simplify  the  pension  system  so  that  more  dollars 
could  be  spent  on  benefits  and  less  on  administrative  and 
compliance  costs,  but  also  to  expand  pension  coverage  — 
particularly  in  small  businesses  and  among  average  and  lower-paid 
employees  who  might  not  otherwise  save  for  retirement.   The  tax- 
favored  treatment  accorded  to  employer-provided  retirement  plans 
under  current  law  is  designed  to  encourage  those  who  own  and 
manage  businesses  to  extend  retirement  benefits  to  these  rank- 
and-file  employees.   Simplification  —  with  its  attendant  revenue 
loss  —  must  be  consistent  with  —  and  indeed  enhance  —  this 
fundamental  pension  policy. 

The  Administration's  proposal,  particularly  the  proposal  for 
a  new,  simple  retirement  plan  for  small  business  (the  NEST) ,  was 
also  designed  to  further  the  broader  objective  of  continuing  the 
healthy  growth  of  our  economy  by  promoting  savings  generally. 
This  is  a  very  important  goal.   The  Nation's  rate  of  saving  has 
declined  dramatically  since  the  1970s,  and  the  Administration 
believes  that  increasing  the  rate  of  saving  is  essential  if  the 
United  States  is  to  improve  living  standards  in  the  future. 

The  Administration  also  strongly  believes  that  pension 
simplification  should  be  "paid  for",  i.e.,  that  appropriate 
revenue  offsets  must  be  provided  for  simplification  proposals  to 
the  extent  that  they  lose  revenue.   Accordingly,  the 
Administration's  proposal  has  been  designed  to  achieve  pension 
simplification  and  expanded  coverage  in  a  manner  that  will  be 
"affordable"  and  cost  effective  —  to  achieve  as  much  as  possible 
while  minimizing  revenue  loss. 

The  Administration's  proposal  is  the  product  of  an 
interagency  process  initiated  at  the  direction  of  Vice  President 
Gore  as  part  of  National  Performance  Review  II.   Staff  from  the 
Treasury  Department,  the  Department  of  Labor,  the  Pension  Benefit 
Guaranty  Corporation,  the  Small  Business  Administration,  the 
National  Economic  Council,  the  Council  of  Economic  Advisers,  and 
the  Office  of  Management  and  Budget  participated  in  its 
development.   The  Administration  also  consulted  with  numerous 
outside  groups,  including  representatives  of  small  business.   The 
Administration's  proposal,  which  includes  administrative 
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initiatives  in  addition  to  legislative  components,  is  described 
in  the  National  Performance  Review  booklet,  "Simplifying 
Pensions,"  a  copy  of  which  is  Attachment  A  to  this  testimony.' 
More  detailed  specifications  for  the  legislative  proposals  will 
be  transmitted  to  Congress  shortly. 

The  Administration's  proposal  includes  a  number  of 
provisions  that  would  contribute  substantially  to  simplifying  the 
pension  system  and  expanding  coverage  for  small  business.   The 
key  provisions  are  summarized  below. 

The  Administration  will  work  with  Congress  to  fully  offset 
the  cost  of  the  Administration's  pension  simplification  proposal. 

1.    Establish  the  National  Employee  Savings  Trust  (NEST^ 

The  Administration  has  proposed  a  new,  optional,  simple 
retirement  plan  for  employers  (including  tax-exempt  organizations 
and  state  or  local  governments)  with  100  or  fewer  employees.   The 
new  plan  would  be  known  as  the  National  Employee  Savings  Trust, 
or  "NEST." 

The  tax-favored  employer  retirement  plans  currently 
available  under  the  Internal  Revenue  Code  have  not  been 
sufficiently  successful  in  inducing  small  employers  to  provide 
retirement  benefits  for  their  employees.   For  example,  according 
to  Department  of  Labor  Analysis  of  the  April,  1993  Current 
Population  Survey,  it  is  estimated  that,  in  1993,  only  24%  of 
full-time  workers  in  private  firms  with  fewer  than  100  employees 
were  covered  by  employer-sponsored  retirement  plans.   In 
contrast,  73%  of  full-time  workers  in  firms  with  1,000  or  more 
workers  were  covered. 

The  administrative  cost  and  complexity  associated  with 
traditional  qualified  retirement  plans  often  discourage  small 
employers  from  sponsoring  these  plans.   Especially  for  employers 
with  few  employees,  the  cost  of  maintaining  the  plan  may  be  large 
relative  to  the  benefits  provided  to  employees.   In  addition, 
many  small  businesses  are  simply  discouraged  by  the  complexity  of 
existing  law  and  by  the  fact  that  establishing  a  plan  requires 
additional  interactions  with  the  government. 

Efforts  have  been  made  in  past  years  to  design  a  simplified 
plan  for  small  business,  including,  for  example,  the  simplified 


'  Attachment  A  also  includes  one  item  that  was  not 
incorporated  in  the  National  Performance  Review  booklet  but  that 
is  part  of  the  Administration's  proposal:  a  statutory 
modification  of  the  leased  employee  rules  similar  to  that 
proposed  in  H.R.  3419  and  H.R.  2037. 
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employee  pension  (SEP)  that  exists  under  current  law,  or  the 
PRIME  proposal.   Development  of  the  NEST  has  benefited  from  these 
past  efforts. 

The  NEST  is  designed  to  reduce  dramatically  the  cost  and 
complexity  that  small  businesses  face  under  existing  employer 
retirement  plans  and,  by  doing  so,  to  expand  the  number  of 
employees  covered  by  plans.   It  is  structured  to  stimulate  broad 
coverage  while  operating  in  a  simple  manner  and  avoiding 
burdensome  testing,  reporting,  and  correction  requirements.   A 
company  operating  a  NEST  will  have  no  continuing  interaction  with 
either  the  IRS  or  the  Department  of  Labor. 

The  NEST  is  a  balanced  package  designed  as  a  first  pension 
plan,  an  extremely  simple  starter  plan  that  substitutes  simple 
coverage  rules  and  dollar  limitations  for  virtually  the  entire 
panoply  of  complex  testing  and  reporting  requirements  designed  to 
ensure  coverage  and  compliance  in  larger  plans  that  permit 
greater  contributions.   The  NEST  is  a  new  alternative  plan.   It 
provides  a  vehicle  for  businesses  who  have  not  found  existing 
plans  simple  enough.   It  offers  a  choice  —  businesses  could 
still  choose  more  complex  and  flexible  plans  if  those  suited 
their  needs. 

The  key  features  of  the  NEST  are  described  below: 

No  top-heaw  or  nondiscrimination  testing.   NESTs  would 
not  be  subject  to  the  top-heavy  rules,  the  nondiscrimination 
rules  that  apply  to  elective  contributions  under  a  section 
401 (k)  plan,  the  nondiscrimination  rules  that  apply  to 
matching  contributions,  or  the  nondiscrimination  rules 
applicable  to  SEPs  and  salary  reduction  SEPS  (SARSEPs) . 
Instead,  every  NEST  would  simply  be  required  to  satisfy  one 
of  two  design-based  safe  harbors. 

Under  the  first  safe  harbor,  the  employer  would  make  a 
3%  nonelective  contribution  for  each  eligible  employee,  and 
the  employer  could  allow  employees  to  make  elective 
contributions  of  up  to  $5,000  per  year.   Under  the  second 
safe  harbor  the  employer  also  would  make  a  1%  nonelective 
contribution  for  each  eligible  employee.   The  employer  would 
allow  employees  to  make  elective  contributions  of  up  to 
$5,000  per  year  and  would  provide  a  100%  matching 
contribution  on  those  elective  contributions  up  to  3%  of  pay 
and  a  matching  contribution  of  at  least  50%  (and  no  greater 
than  100%)  on  the  next  2%  of  employees'  elective 
contributions.   The  matching  formula  and  1%  contribution 
under  the  NEST  are  the  same  as  the  contributions  under  the 
Federal  Thrift  Savings  Plan.   Because  NESTs  would  not  be 
subject  to  the  top-heavy  rules,  no  top-heavy  minimum 
contributions  (generally  3%  of  pay)  would  have  to  be  made 
for  nonkey  employees. 
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The  NEST  is  designed  to  provide  small  businesses  both 
simplicity  and  flexibility.   A  NEST  could  provide  for 
discretionary  nonelective  employer  contributions  in  excess 
of  the  safe  harbor  minimums  (3%  or  1%  respectively) ,  as  long 
as  these  additional  contributions  represented  an  equal 
percentage  of  pay  for  all  eligible  employees.   Total 
nonelective  contributions  (including  both  the  safe  harbor 
minimums  and  discretionary  contributions)  would  be  limited 
to  5%  of  pay. 

Consistent  with  the  goal  of  the  Administration's 
proposal  to  simplify  the  pension  system  and  expand  coverage, 
these  safe  harbors  are  designed  to  ensure  that  all  eligible 
employees  actually  receive  some  level  of  coverage  under  the 
plan  and  that  average  and  lower-paid  employees  have  an 
incentive  to  contribute.   These  safe  harbors  also  allow 
business  owners  to  make  significant  contributions  for 
themselves.   For  example,  an  owner  whose  annual  compensation 
was  $150,000  and  who  wished  to  make  the  maximum 
contributions  permissible  under  the  NEST  could  make  an 
elective  contribution  of  $5,000,  receive  a  matching 
contribution  of  another  $5,000,  and  receive  an  employer 
nonelective  contribution  of  $7,500  (5%  of  pay),  for  a  total 
contribution  of  $17,500  for  the  year. 

No  need  for  highly  compensated  employee  determination. 
Under  the  general  nondiscrimination  rules  applicable  to 
qualified  plans,  it  is  necessary  to  determine  who  is  a 
"highly  compensated  employee"  in  order  to  compare  the  level 
of  benefits  provided  to  highly  compensated  employees  with 
the  level  of  benefits  provided  to  employees  who  are  not 
highly  compensated.   Because  NESTs  would  not  be  subject  to 
the  nondiscrimination  tests,  an  employer  that  offered  a  NEST 
would  not  be  required  to  determine  which  employees  are 
"highly  compensated  employees." 

Simplified  employee  eligibility  rules.   The  employee 
eligibility  rules  for  NESTs  would  also  be  significantly 
simpler  than  the  eligibility  rules  that  apply  to  traditional 
employer  retirement  plans,  SEPs,  or  SARSEPs.   An  employee 
who  reached  age  21  would  be  eligible  to  participate  in  a 
NEST  only  if  the  employee  received  at  least  $5,000  of  Fonn 
W-2  compensation  from  the  employer  for  two  consecutive 
years.   Under  this  rule,  employers  would  not  be  required  to 
count  hours  of  service;  they  could  simply  look  to  the 
compensation  reported  on  employees'  prior  years'  W-2's.   In 
addition,  under  this  rule,  employers  would  not  be  required 
to  cover  most  short-term  and  many  part-time  workers.   In 
contrast,  a  SEP  or  SARSEP  must  cover  any  employee  who  is 
paid  at  least  $400  from  the  employer  for  the  year  and  who 
worked  as  little  as  an  hour  per  year  in  any  three  of  the 
preceding  five  years.   It  appears  that  this  SEP  eligibility 
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rule  would  not  be  changed  by  any  of  the  other  proposed 
simplification  legislation  that  is  the  subject  of  this 
hearing  —  this  simplification,  then,  is  an  important 
feature  of  the  NEST. 

IRA  based.   The  NEST  would  operate  through  individual 
retirement  accounts  or  annuities  (IRAs)  for  employees.   The 
employer  would  have  no  responsibility  for  deciding  how  funds 
would  be  invested  or  for  selecting  investment  options  to 
offer  employees.   Yet,  because  the  NEST  would  be  a 
workplace-based  plan,  it  would  have  the  significant 
advantage  of  allowing  employees  to  contribute  on  a  pre-tax 
basis  through  salary  reduction.   In  the  context  of  section 
401 (k)  plans,  this  method  of  contribution  has  proven  to  be  a 
very  effective  and  relatively  "painless"  technique  for 
encouraging  individuals  to  save  for  retirement. 
Contributions  to  NEST  IRAs,  like  contributions  to  other 
IRAs,  would  be  100%  vested  immediately  and  would  be 
completely  portable;  an  employee  could  make  a  direct 
transfer  of  his  or  her  account  balance  to  another  IRA  at  any 
time. 

Distributions  from  NESTs  generally  would  be  subject  to 
the  same  rules  as  other  IRA  distributions.   Thus,  for 
example,  a  10%  penalty  tax  generally  would  apply  to 
distributions  before  age  59  1/2. 

Two-year  holding  period.   Many  small  businesses 
reportedly  do  not  contribute  to  SEPs  and  SARSEPs  because 
employees  may  withdraw  the  funds  from  their  accounts  at  any 
time.   These  employers  are  frustrated  when  they  make 
retirement  plan  contributions  that  employees  immediately 
withdraw  for  current  use. 

Imposing  strict  withdrawal  restrictions  (such  as 
completely  prohibiting  distributions  prior  to  age  59) , 
however,  could  unduly  discourage  employees,  especially  those 
who  are  lower-paid,  from  making  contributions.   These 
employees  may  be  reluctant  to  set  aside  money  for  retirement 
if  they  cannot  access  the  funds  to  meet  unanticipated  future 
hardships.   In  order  to  permit  access  to  funds  in  such 
circumstances,  401 (k)  plans  can  be  written  to  permit 
hardship  distributions.   Administration  of  plan  hardship 
provisions,  however,  involves  the  employer  or  plan 
administrator  in  assessing  whether  a  hardship  exists  and 
whether  other  resources  are  available  to  meet  the 
participant's  immediate  and  heavy  financial  need.   These 
provisions  would  require  greater  employer  involvement  in 
continuing  administration  of  the  plan  —  contrary  to  the 
goal  of  minimizing  employer  burdens  under  the  NEST. 
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To  balance  the  policy  of  limiting  immediate  access  to 
retirement  savings  against  the  need  to  retain  adequate 
access  to  deal  with  hardships  —  while  still  promoting 
simple  plan  administration  —  NEST  contributions  would  be 
available  to  employees  only  after  they  had  been  in  the  IRA 
for  two  years.   The  two-year  holding  period  is  intended  to 
be  an  easy  to  administer  rule  that  is  long  enough  to 
alleviate  the  problems  associated  with  short-term 
withdrawals  but  short  enough  to  avoid  discouraging  lower- 
paid  employees  from  contributing.   The  holding  period  would 
not  limit  employees'  ability  to  transfer  their  account 
balances  to  other  IRAs. 

Administrative  simplicity  for  employers.   To  simplify 
plan  administration  for  employers,  an  employer  could  require 
all  employer  and  employee  NEST  contributions  to  be  initially 
deposited  in  the  IRAs  of  a  single  designated  financial 
organization.   Participants  would  be  notified  in  writing 
that  they  could  have  the  contributions  transferred  without 
penalty  to  another  IRA  at  any  time,  but  employers  could 
continue  to  make  contributions  to  only  one  financial 
organization.   Under  SEPs  and  SARSEPs,  the  employer  may  have 
to  send  each  employee's  contributions  to  a  different 
financial  institution.   This  not  only  can  be  an 
administrative  burden  for  employers,  but  it  also  can 
discourage  financial  institutions  from  marketing  SEPs  or 
SARSEPs  to  employers. 

An  employer  maintaining  a  NEST  would  not  be  subject  to 
any  reporting  requirements  (e.g..  Form  5500  filing).   The 
NEST  trustee  or  custodian  would  be  required  only  to  report 
NEST  contributions  on  the  much  simpler  Form  5498,  the  same 
form  used  to  report  IRA  contributions. 

A  more  detailed  draft  description  of  the  NEST  proposal  is 
contained  in  Attachment  B  to  this  testimony. 

2.    Repeal  the  Family  Aggregation  Rules 

The  Administration  has  proposed  repeal  of  the  family 
aggregation  rules.   Under  these  rules,  if  an  employee  is  a  family 
member  of  either  a  more-than-5%  owner  of  the  employer  or  one  of 
the  employer's  ten  highest-paid  highly  compensated  employees,  any 
compensation  paid  to  the  family  member  and  any  contribution  or 
benefit  under  the  plan  on  behalf  of  the  family  member  is 
aggregated  with  the  compensation  paid  and  contributions  or 
benefits  on  behalf  of  the  highly  compensated  employee. 
Therefore,  the  highly  compensated  employee  and  the  family  member 
are  treated  as  a  single  highly  compensated  employee. 
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A  similar  family  aggregation  rule  applies  with  respect  to 
the  $150,000  annual  limit  on  the  amount  of  compensation  that  may 
be  taken  into  account  under  a  qualified  plan. 

The  family  aggregation  rules  greatly  complicate  the 
application  of  the  nondiscrimination  tests,  particularly  for 
small  businesses,  which  are  often  family-owned  or  operated. 
These  rules  also  may  unfairly  reduce  retirement  benefits  for 
family  members  who  are  not  highly  compensated  employees. 

3.    Simplify  the  Definition  of  Hiahlv  Compensated  Employee 

A  qualified  employer  retirement  plan  must  satisfy 
nondiscrimination  tests  to  ensure  that  it  does  not  discriminate 
in  fayor  of  "highly  compensated  employees".   The  Administration 
has  proposed  replacing  the  current  seven-part  definition  of 
"highly  compensated  employee"  with  a  simple  two-part  test.   In 
addition  to  being  complex,  the  current-law  test  classifies  many 
middle-income  workers  as  "highly  compensated  employees"  who  are 
then  prohibited  from  receiving  better  retirement  benefits  than 
other  employees.   (Employers  offering  the  NEST  would  of  course 
not  have  to  deal  with  even  this  revised  definition  because  the 
nondiscrimination  and  top  heavy  rules  do  not  apply  to  NESTs.) 

Under  the  current  test,  an  employee  is  treated  as  a  highly 
compensated  employee  for  the  current  year,  if,  at  any  time  during 
the  current  year  or  the  preceding  year,  the  employee: 

(1)  owned  more  than  5%  of  the  employer; 

(2)  received  more  than  $100,000  (as  indexed  for  1995)  in 
annual  compensation  from  the  employer; 

(3)  received  more  than  $66,000  (as  indexed  for  1995)  in 
annual  compensation  from  the  employer  and  was  one  of 
the  top-paid  20%  of  employees  during  the  same  year;  or 

(4)  was  an  officer  of  the  employer  who  received 
compensation  greater  than  $60,000  (as  indexed  for 
1995) . 

These  four  rules  are  modified  by  three  additional  rules. 

(5)  An  employee  described  in  any  of  the  last  three 
categories  for  the  current  year  but  not  the  preceding 
year  is  treated  as  a  highly  compensated  employee  for 
the  current  year  only  if  he  or  she  was  among  the  100 
highest  paid  employees  for  that  year. 

(6)  No  more  than  50  employees  or,  if  fewer,  the  greater  of 
three  employees  or  10%  of  employees  are  treated  as 
officers. 
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(7)   If  no  officer  has  compensation  in  excess  of  $60,000 

(for  1995)  for  a  year,  then  the  highest  paid  officer  of 
the  employer  for  the  year  is  treated  as  a  highly 
compensated  employee. 

Under  the  Administration's  proposal,  an  employee  would  be  a 
"highly  compensated  employee"  for  the  current  year  only  if  the 
employee  owned  more  than  5%  of  the  employer  during  the  current  or 
preceding  year  or  had  compensation  from  the  employer  of  more  than 
$80,000  during  the  preceding  year.   This  definition,  including 
the  elimination  of  the  officer  category,  is  dramatically  simpler 
than  the  current  test.   In  addition,  the  $80,000  threshold,  which 
would  be  indexed  annually  for  cost  of  living,  would  mean  that 
many  middle-income  workers  no  longer  would  be  subject  to 
nondiscrimination  restrictions. 

4.   Simplify  Nondiscrimination  Testing  for  401fk)  Plans 

The  Administration  has  proposed  design-based  safe  harbors 
that  would  allow  an  employer  to  avoid  all  nondiscrimination 
testing  under  a  401 (k)  plan.   These  simpler  401 (k)  plans  should 
appeal  to  some  small  businesses  who  may  wish  to  have  a  more 
generous  or  flexible  plan  than  the  NEST. 

Employees'  elective  contributions  under  a  401 (k)  plan  are 
subject  to  nondiscrimination  tests  known  as  the  actual  deferral 
percentage  (ADP)  and  the  actual  contribution  percentage  (ACP) 
tests.   The  ADP  test  requires  the  calculation  of  each  eligible 
employee's  elective  contributions  as  a  percentage  of  the 
employee's  pay.   The  ADP  test  is  satisfied  if  the  plan  passes 
either  of  the  following  two  tests:   (1)  the  average  percentage  of 
elective  contributions  for  highly  compensated  employees  does  not 
exceed  125%  of  the  average  percentage  of  elective  contributions 
for  nonhighly  compensated  employees;  or  (2)  the  average 
percentage  of  elective  contributions  for  highly  compensated 
employees  does  not  exceed  200%  of  the  average  percentage  of 
elective  contributions  for  nonhighly  compensated  employees,  and 
does  not  exceed  the  percentage  for  nonhighly  compensated 
employees  by  more  than  two  percentage  points.   The  ACP  test  is 
almost  identical  to  the  ADP  test,  but  generally  applies  to 
employer  matching  contributions  and  after-tax  employee 
contributions  under  any  qualified  employer  retirement  plan. 

Performing  these  tests  each  year,  and  making  corrective 
distributions  to  remedy  violations,  can  be  complicated  and 
costly,  particularly  for  small  businesses.   Therefore,  the 
Administration  proposal  would  provide  two  alternative  "design- 
based"  safe  harbors.   If  a  plan  were  designed  in  accordance  with 
one  of  these  safe  harbors,  the  employer  would  avoid  all  ADP 
testing  and  all  ACP  testing  of  matching  contributions.   Under  the 
first  safe  harbor,  the  employer  would  have  to  make  nonelective 
contributions  of  at  least  3%  of  compensation  for  each  nonhighly 


127 


compensated  employee  eligible  to  participate  in  the  plan. 
Alternatively,  under  the  second  safe  harbor,  the  employer  would 
have  to  provide  a  100%  matching  contribution  on  an  employee's 
elective  contributions  up  to  the  first  3%  of  compensation,  and  a 
matching  contribution  of  at  least  50%  on  the  employee's  elective 
contributions  up  to  the  next  2%  of  compensation.   (The  employer 
could  not  match  elective  contributions  in  excess  of  6%  of 
compensation.)   The  second  safe  harbor  also  would  require  the 
employer  to  make  a  nonelective  contribution  of  at  least  1%  of 
compensation  for  each  eligible  nonhighly  compensated  employee. 
These  safe  harbors  are  generally  similar  to  the  safe  harbors 
proposed  for  the  NEST. 

In  addition,  for  employers  that  do  not  wish  to  use  the 
design-based  safe  harbors,  the  Administration  has  proposed 
improving  the  operation  of  the  current  nondiscrimination  tests  in 
two  ways. 

First,  under  current  law,  both  the  ADP  test  and  the  ACP  test 
generally  compare  the  average  contributions  for  highly 
compensated  employees  for  the  year  to  the  average  contributions 
for  nonhighly  compensated  employees  for  the  same  year.   Because 
the  average  for  nonhighly  compensated  employees  is  not  known 
until  the  end  of  the  year,  contributions  for  highly  compensated 
employees  must  be  monitored  over  the  course  of  the  year  or  must 
be  corrected  after  year  end.   The  Administration's  proposal  would 
simplify  the  operation  of  the  ADP  and  ACP  tests  by  requiring  the 
average  contributions  for  highly  compensated  employees  for  the 
current  year  to  be  compared  to  the  average  contributions  for 
nonhighly  compensated  employees  for  the  preceding  year. 

Second,  under  current  law,  when  the  ADP  or  ACP  test  is 
violated,  correction  is  made  by  reducing  the  excess  contributions 
of  highly  compensated  employees  beginning  with  employees  who  have 
deferred  the  greatest  percentage  of  pay.   This  method  usually 
does  not  affect  the  most  highly  paid  of  the  highly  compensated 
employees:  their  contributions,  as  a  percentage  of  pay,  are 
likely  to  be  lower  than  the  percentage  contributions  of  lower- 
paid  highly  compensated  employees,  even  if  the  dollar  amount  of 
contributions  by  the  most  highly  paid  is  higher.   The 
Administration's  proposal  would  require  excess  contributions  to 
be  distributed  first  to  those  highly  compensated  employees  who 
deferred  the  highest  dollar  amount  (as  opposed  to  the  highest 
percentage  of  pay)  for  the  year.   Under  this  approach,  the  lower- 
paid  highly  compensated  employees  would  no  longer  tend  to  bear 
the  brunt  of  the  correction  method. 

5.    Repeal  the  Minimum  Participation  Rule  for  Defined 
Contribution  Plans 

The  Administration  has  proposed  repeal  of  the  minimum 
participation  rule  for  defined  contribution  plans.   This  rule 
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currently  requires  every  qualified  defined  benefit  plan  and 
defined  contribution  plan  to  cover  at  least  50  employees  or,  in 
smaller  companies,  40%  of  all  employees  of  the  employer.   This 
rule  was  intended  primarily  to  prevent  an  employer  from 
establishing  individual  defined  benefit  plans  for  highly 
compensated  employees  in  order  to  provide  those  employees  with 
more  favorable  benefits  than  those  provided  to  lower-paid 
employees  under  a  separate  plan.   The  rule  also  prevents  an 
employer  from  favoring  one  small  group  of  participants  over 
another  by  covering  them  under  two  separate  plans  and  funding  one 
plan  better  than  the  other. 

The  abuses  intended  to  be  remedied  by  the  minimum 
participation  requirement  are  unlikely  to  arise  under  defined 
contribution  plans.   These  plans  are  generally  fully  funded  and, 
therefore,  there  is  no  risk  that  the  employer  will  favor 
participants  in  one  plan  over  participants  in  another  plan  by 
providing  more  favorable  funding.   For  defined  contribution 
plans,  the  minimum  participation  requirement  adds  unnecessary 
administrative  burdens  and  complexity  without  delivering 
commensurate  benefits  to  the  system. 

6.  Repeal  the  Special  Plan  Aggregation  Rules  that  AppIv  to 
Plans  Covering  Self-Emploved  Individuals 

The  Administration's  proposal  would  repeal  the  special  plan 
aggregation  rules  that  apply  only  to  qualified  retirement  plans 
that  cover  an  owner-employee  —  that  is,  a  sole  proprietor  of  an 
unincorporated  trade  or  business  or  a  more-than-10%  partner  of  a 
partnership.   These  special  rules  apply  in  addition  to  the  plan 
aggregation  rules  that  apply  to  all  tax-qualified  employer 
retirement  plans.   Therefore,  plans  covering  owner-employees  are 
currently  subject  to  an  additional,  and  largely  duplicative, 
layer  of  rules.   Under  the  Administration's  proposal,  plans  that 
cover  owner-employees  would  simply  be  subject  to  the  general 
aggregation  rules  that  apply  to  all  tax-qualified  employer 
retirement  plans. 

7.  Simplify  the  Substantial  Owner  Rules  Relating  to  Plan 
Terminations 

The  Administration's  proposal  would  greatly  simplify  the 
"substantial  owner"  rules  that  apply  to  phase  in  PBGC-guaranteed 
benefits  when  a  defined  benefit  plan  is  terminated. 

Under  current  law,  the  PBGC-guaranteed  benefit  for  a 
substantial  (i.e.,  more-than-10%)  owner  is  generally  phased  in 
over  30  years  from  the  date  the  substantial  owner  begins 
participation  in  the  plan.   The  owner's  benefit  under  each 
amendment  within  the  3  0  years  before  plan  termination  is 
phased  in  separately.   Guaranteed  benefits  are  generally  phased 
in  over  five  years  for  other  plan  participants. 
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Under  the  Administration's  proposal,  a  substantial  owner 
with  less  than  a  50%  ownership  interest  would  be  subject  to  the 
same  five-year  phase-in  as  all  other  employees.   Thirty-year 
recordkeeping  would  no  longer  be  required.   The  guaranteed 
benefit  for  a  substantial  owner  with  a  50%  or  more  interest  would 
depend  on  how  long  the  plan  had  been  in  effect  rather  than  on  the 
owner's  participation.   The  guaranteeable  benefit  for  such  a 
majority  owner  generally  would  be  1/30  for  each  year  that  the 
plan  was  in  effect. 

8.  Repeal  the  Combined  Plan  Limit  on  Contributions  and  Benefits 

The  Administration  has  proposed  repeal  of  the  combined  plan 
limit  (Code  section  415(e))  that  applies  to  an  employee  who 
participates  in  a  qualified  defined  benefit  plan  and  a  qualified 
defined  contribution  plan  of  the  same  employer. 

The  combined  plan  limit  was  designed  to  safeguard  against  an 
individual  accruing  excessive  retirement  benefits  on  a  tax- 
favored  basis  through  the  use  of  multiple  plans.   However, 
computation  of  this  limit  is  extremely  cumbersome  and  requires 
the  retention  of  data  relating  to  an  employee's  entire  career 
with  the  employer.   In  addition,  there  are  other  Internal  Revenue 
Code  provisions,  such  as  the  15%  "excess  distribution"  penalty, 
that  were  designed  to  achieve  essentially  the  same  goal. 

The  Administration  believes  that,  because  the  excess 
distribution  penalty  and  other  provisions  of  the  Code  go  far 
toward  ensuring  that  an  individual  cannot  accrue  excessive 
retirement  benefits  on  a  tax-favored  basis,  the  complexity  of  the 
combined  plan  limit  is  not  justified  and  the  limit  should  be 
repealed. 

9.  Other  Proposals 

The  Administration's  pension  proposal  includes  a  number  of 
other  elements  that  are  not  explicitly  targeted  to  small  business 
but  that  lessen  the  administrative  burdens  on  plans  generally, 
including  plans  sponsored  by  small  businesses.   These  include, 
for  example,  proposals  relating  to  the  filing  of  summary  plan 
descriptions  and  the  preservation  of  benefits  of  missing 
participants,  and  a  non-legislative  procedural  change  simplifying 
the  process  of  obtaining  prohibited  transaction  exemptions.   All 
of  these  changes  would  lessen  the  administrative  burdens  on 
plans. 

The  Administration's  pension  simplification  proposal  also  is 
designed  to  integrate  legislative  and  purely  administrative 
changes.   The  Administration  has  proposed  to  modify  the  summary 
plan  description  (SPD)  requirement  by  providing  that  SPDs  would 
no  longer  need  to  be  filed  with  the  Department  of  Labor  (DOL)  on 
a  routine  basis.   Instead,  the  DOL  would  be  authorized  to  obtain 
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SPDs  from  plan  administrators  on  request  of  a  plan  participant  or 
beneficiary. 

Without  requiring  legislation,  the  Administration  will  also 
shorten  the  Form  5500  report  that  most  pension  plans  (but  not  the 
NEST)  complete.   The  Administration  will  pursue  methods  for 
simplifying  and  expediting  the  receipt  and  processing  of  Form 
5500  information  and  data  through  the  use  of  advanced  computer 
technologies. 

The  Administration  also  has  proposed  legislation  to  expand 
the  Pension  Benefit  Guaranty  Corporation's  (PBGC's)  missing 
participant  program,  to  permit  employers  terminating  their 
defined  contribution  plans  to  transfer  benefits  to  the  PBGC  for 
missing  participants  who  cannot  be  located.   This  will  enable 
these  participants  to  receive  benefits  when  they  reach  retirement 
age.   It  will  also  ease  the  burden  on  businesses  that  wish  to 
terminate  plans.   Currently,  plans  are  placed  in  a  difficult 
position  because  they  cannot  terminate  until  plan  assets  are 
distributed  to  participants,  and  it  is  sometimes  difficult  to 
locate  certain  participants. 

To  further  ease  plan  burdens,  the  Administration  will  take 
administrative  action  to  simplify  the  prohibited  transaction 
rules,  by  providing  expeditious  treatment  of  prohibited 
transaction  exemption  requests  that  are  similar  to  those  for 
which  individual  exemptions  have  previously  been  granted.   A 
"prohibited  transaction"  is  generally  any  transaction  between  a 
plan  and  a  person  who  is  considered  a  "party  in  interest"  or 
"disqualified  person"  with  respect  to  the  plan.   Unless  exempt  by 
statute  or  by  an  administrative  "individual"  or  "class" 
exemption,  a  prohibited  transaction  may  trigger  an  excise  tax 
under  the  Code,  and  may  give  rise  to  liability  under  ERISA.   The 
DOL  generally  has  authority  to  exempt  transactions  from  the 
prohibited  transaction  rules. 

Some  employers  have  indicated  that  delays  in  securing 
exemptions  from  prohibited  transaction  rules  have  prevented  them 
from  entering  into  transactions  that  would  in  fact  benefit  the 
plan.   To  expedite  the  process,  the  DOL  will  develop  a  class 
exemption  for  all  transactions  that  the  DOL  determines  to  be 
substantially  similar  to  previously  granted  individual 
exemptions.   For  transactions  within  its  scope,  the  class 
exemption  would  guarantee  a  DOL  response  within  4  5  days. 

THE  PORTMAN/CARDIN  BILL  (H.R.  2037) 

As  I  have  already  indicated,  the  Administration  was  pleased 
by  the  introduction  of  H.R.  2037  in  the  House  and  its  earlier 
introduction  in  the  Senate  (as  S.  1006) .   Introduction  of  this 
legislation  is  an  important  and  positive  step  toward  the 
enactment  of  pension  simplification  in  1995. 
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As  noted,  many  of  the  provisions  of  H.R.  2037  are 
substantially  similar  or  identical  to  the  Administration's 
proposal.   However,  to  respond  to  the  Committee's  request,  this 
section  of  our  testimony  will  address  the  differences  between  the 
proposals  with  respect  to  the  definition  of  "highly  compensated 
employee"  and  the  design-based  safe  harbors  for  401 (k)  plans.   As 
previously  discussed,  our  principal  objective  in  developing  the 
Administration's  proposal  was  twofold:  to  simplify  the  pension 
system  and  to  expand  coverage,  particularly  in  small  business  and 
among  average  and  lower-paid  employees  who  might  not  otherwise 
save  for  retirement.   We  also  wanted  to  accomplish  these  goals  in 
the  most  cost-effective  way.   We  believe  these  are  appropriate 
criteria  to  apply  in  assessing  other  proposals  as  well. 

I  want  to  emphasize  that  while  there  are  some  differences 
between  the  Administration's  proposals  and  H.R.  2037,  our  goals 
are  the  same.   We  are  eager  to  continue  to  work  with 
Representatives  Portman  and  Cardin,  and  other  interested  members, 
as  well  as  this  Committee  and  the  Ways  and  Means  Committee  to 
achieve  our  common  goals. 

1.    Definition  of  "Hiahlv  Compensated  Employee" 

Under  the  Administration's  proposal,  a  "highly  compensated 
employee"  would  simply  be  an  employee  who  owned  more  than  5%  of 
the  employer  during  the  current  or  preceding  year  or  who  had 
compensation  from  the  employer  of  more  than  $80,000  during  the 
preceding  year.   Under  H.R.  2037,  "highly  compensated  employee" 
generally  would  be  defined  to  include  these  two  categories  of 
employees,  plus  the  highest-paid  officer  of  the  employer  for  the 
preceding  year.   However,  a  special  rule  would  apply  to  a  plan  if 
no  participant  in  that  plan  had  compensation  for  the  preceding 
year  in  excess  of  $80,000.   In  this  case,  the  plan  would  be 
exempt  from  the  top-heavy  rules  and  would  be  considered  to  have 
no  highly  compensated  employees  for  any  purpose,  provided  that 
the  plan  met  the  requirements  of  section  401(a)(4) 
(nondiscrimination  as  to  benefits  or  contributions)  and  section 
410(b)  (nondiscrimination  as  to  coverage)  with  respect  to  the 
availability  of  contributions,  benefits,  and  other  plan  features. 
For  purposes  of  performing  this  availability  test,  the  more-than- 
5%  owners  and  the  highest-paid  officer  would  still  be  treated  as 
highly  compensated  employees.   In  addition,  the  special  rule 
would  not  apply  to  a  plan  to  the  extent  provided  in  regulations 
that  are  prescribed  by  the  Secretary  to  prevent  the  evasion  of 
the  purposes  of  the  special  rule. 

The  elimination  of  all  business  owners  earning  less  than 
$80,000  from  the  class  of  highly  compensated  employees  raises 
significant  policy  concerns.   First,  the  owners  of  a  business 
(especially  a  small  business)  are  the  individuals  who  are 
responsible  for  establishing  any  retirement  plan,  and  they  have 
the  power,  within  the  law,  to  determine  the  terms  of  the  plan. 
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By  eliminating  the  rules  relating  to  highly  compensated  employees 
and  the  top-heavy  rules,  owners  could  establish  plans  that  in 
fact  benefit  only  themselves.   This  is  contrary  to  long-standing 
pension  policy  and  would  undermine  the  goal  of  promoting  coverage 
of  lower-paid  employees.   Second,  many  owners  potentially  earning 
more  than  $80,000  have  the  ability  to  reduce  their  compensation 
below  $80,000.   For  example,  owners  can  determine  how  much  of 
their  business  profits  are  reinvested  rather  than  distributed  to 
the  owners  and  have  some  ability  to  determine  what  portion  of  the 
amounts  distributed  will  take  the  form  of  taxable  compensation. 
A  rule  that  turns  on  these  decisions  would  inevitably  lead  to 
more  government  intrusion  with  business  decisions  as  the  IRS 
attempted  to  determine  whether  an  owner  in  fact  received  more 
than  $80,000  of  compensation,  although  in  non-wage  form. 

H.R.  2037  attempts  to  address  these  concerns  in  two  ways: 
adopting  a  nondiscriminatory  availability  test  and  providing 
authority  for  anti-abuse  regulations.   However,  neither  of  these 
provisions  adequately  addresses  the  policy  concerns. 

The  availability  standard  is  vague,  difficult  to  administer, 
and  potentially  an  inadequate  mechanism  for  promoting  broader 
coverage.   It  is  not  clear  what  is  meant  by  the  availability 
requirement:  whether  it  is  intended  that  availability  will  be 
measured  using  the  analytical  methods  currently  provided  in  the 
section  4  01(a) (4)  regulations  or  through  some  new  standard.   In 
addition,  a  mere  availability  standard  may  be  insufficient  to 
promote  broad  coverage  if  the  plan  provides  significant 
contributions  or  benefits  only  to  participants  who  make  a 
substantial  threshold  contribution  (e.g.,  5%  of  compensation). 
Experience  suggests  that  low-income  employees  are  more  likely  to 
participate  if  employers  match  contributions. 

It  is  important  to  craft  changes  in  the  nondiscrimination 
rules  in  a  manner  that  carefully  balances  the  encouragement  of 
new  plans  with  the  maintenance  of  strong  incentives  to  cover 
middle  and  lower  wage  employees.   The  Administration's  proposal  - 
-  in  both  the  NEST  and  the  401 (k)  safe  harbor  —  seeks  to  achieve 
this  balance  by  limiting  the  elimination  of  the  nondiscrimination 
and  the  top-heavy  rules  to  employers  who  provide  a  minimum  level 
of  benefits  to  a  broad  class  of  employees. 

If,  under  the  special  $80,000  rule,  a  business  were  treated 
as  having  no  highly  compensated  employees,  the  business  could 
establish  a  401 (k)  plan  and,  if  all  employees  were  given  the 
opportunity  to  make  elective  contributions,  no  employer 
contribution  or  match  would  be  required  and  no  nondiscrimination 
testing  would  apply.   This  would  mean  that  the  owner  or  owners  of 
the  eligible  business  could  each  contribute  $9,240  (the  elective 
contribution  limit  for  1995)  to  the  plan  on  a  tax-favored  basis, 
even  if  no  actual  coverage  were  provided  to  any  other  employees. 
In  addition,  the  top-heavy  protections  that  are  present  under 
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current  law  to  assure  minimum  contributions  to  nonkey  employees 
would  not  apply.   For  example,  an  employer  could  establish  a 
defined  benefit  plan  that  provided  generous  benefits  to  those 
employees  who  made  a  contribution  of  5%  of  pay.   Although  the 
plan  would  nominally  be  available  to  all  employees,  in  operation 
it  is  possible  that  only  the  highly  compensated  employees  would 
benefit. 

Finally,  any  regulation  issued  to  preclude  evasion  of  these 
nondiscrimination  requirements  would  be  inherently  subjective  and 
difficult  to  implement  without  clear  guidance  from  Congress. 
Providing  administrative  guidance  that  distinguishes  legitimate 
business  decisions  that  have  the  secondary  impact  of  reducing  an 
owner's  current  compensation  from  outright  evasion  of  the 
nondiscrimination  rules  would  be  extremely  complex  and  risks 
unwarranted  intrusion  into  business  matters.   This  would  likely 
cause  problems.   Among  the  problems  would  be  the  difficulty  many 
small  business  owners  would  experience  in  planning  and 
determining  how  far  they  could  properly  go  to  reduce  their 
reported  taxable  compensation  without  running  afoul  of  these 
rules.   Those  responsible  for  writing  and  enforcing  the  rules 
would  be  forced  into  the  difficult  and  undesirable  position  of 
second-guessing  business  decisions,  and  doing  so  in  an  inherently 
subjective  context  in  which  businesses  transfer  value  to  owners 
and  employees  by  a  wide  variety  of  means. 

As  noted  previously,  the  Administration's  proposal  retains 
the  5%  owner  rule  for  determining  who  is  a  highly  compensated 
employee,  but  eliminates  the  highest-paid  officer  rule. 
Eliminating  the  highest-paid  officer  rule  is  less  likely  to 
create  the  potential  for  abuse.   If  an  individual  has  no 
significant  ownership  interest,  there  will  usually  be  a  different 
party  with  an  adverse  economic  interest  or  broader  institutional 
goals  that  will  have  the  authority  to  decide  whether  or  not  to 
provide  a  retirement  plkn  and  to  determine  compensation  levels. 
Moreover,  where  an  officer  does  not  have  a  significant  ownership 
interest  in  an  entity,  there  are  fewer  means  available  for  the 
shifting  of  compensation  in  order  to  take  advantage  of  special 
pension  rules. 

One  of  the  miscellaneous  tax  proposals,  which  was  included 
in  the  proposals  on  which  the  Ways  and  Means  Conunittee  held 
hearings  in  July,  would  also  eliminate  the  highest-paid  officer 
rule.   However,  the  highly  compensated  employee  definition 
proposed  would  follow  H.R.  3419  in  setting  the  dollar  thresholds. 
H.R.  3419  used  a  $50,000  threshold  (adjusted  to  $66,000  in  1995) 
instead  of  the  $80,000  threshold.   As  noted,  raising  the  dollar 
threshold  to  $8  0,000,  as  we  have  proposed,  would  prevent  many 
middle-income  taxpayers  from  being  classified  as  highly 
compensated  employees. 
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2.    401 fk)  Design-Based  Safe  Harbors 

The  design-based  safe  harbors  proposed  in  H.R.  2037  for 
401 (k)  plans  are  identical  to  the  design-based  safe  harbors 
proposed  by  the  Administration,  with  one  difference.   As  noted 
previously,  under  the  second  alternative  safe  harbor  proposed  by 
the  Administration,  the  employer  would  have  to  provide  a  100% 
matching  contribution  on  an  employee's  elective  contributions  up 
to  the  first  3%  of  pay,  and  a  matching  contribution  of  at  least 
50%  on  the  employee's  elective  contributions  up  to  the  next  2%  of 
pay.   In  addition,  under  this  matching  contribution  safe  harbor, 
the  employer  would  be  required  to  make  a  nonelective  contribution 
of  at  least  1%  of  pay  for  each  eligible  nonhighly  compensated 
employee.   H.R.  2037  does  not  require  a  1%  nonelective 
contribution  as  part  of  the  matching  contribution  safe  harbor. 

Our  proposal  for  a  1%  nonelective  contribution  as  part  of 
the  matching  contribution  safe  harbor  is  consistent  with  the 
twofold  objective  of  pension  simplification  and  expansion  of 
coverage.   The  current-law  ADP  and  ACP  nondiscrimination  tests 
provide  a  clear  incentive  for  employers  to  design  a  plan  that  is 
attractive  to  middle  and  lower  wage  employees  and  to  make  every 
effort  to  communicate  the  plan  to  those  employees  and  encourage 
them  to  contribute.   This  is  because  the  actual  level  of 
participation  by  those  employees  directly  affects  the  permitted 
level  of  deferrals  by  highly  compensated  employees.   The 
Administration  favors  simple,  design-based  alternatives  to  ADP 
and  ACP  nondiscrimination  testing  as  a  means  of  reducing 
administrative  cost  and  complexity  and  encouraging  employers  to 
provide  retirement  plan  coverage  for  their  employees.   At  the 
same  time,  safe  harbors  should  not  create  an  undue  risk  that 
middle  and  lower  wage  workers  will  fail  to  receive  meaningful 
benefits  and  that  the  tax  expenditure  associated  with  401 (k) 
plans  will  be  used  to  provide  disproportionately  high  benefits  to 
highly  compensated  employees. 

Some  have  questioned  whether  communication  of  the  plan  and 
the  opportunity  to  obtain  matching  contributions  would  be 
sufficient,  by  themselves,  to  encourage  middle  and  lower  wage 
employees  to  make  elective  contributions.   In  addition,  some  have 
raised  a  concern  that,  under  a  matching  contribution  safe  harbor, 
an  employer  would  have  an  incentive  to  purposely  not  communicate 
the  plan  effectively  to  employees,  since  more  effective 
communication  would  require  the  employer  to  make  greater  matching 
contributions  for  middle  and  lower  wage  employees. 

A  nonelective  employer  contribution  could  be  a  means  of 
alleviating  these  concerns  by  ensuring  that  all  eligible 
employees  receive  some  retirement  benefit.   In  addition,  the  1% 
nonelective  contribution  could  encourage  eligible  middle  and 
lower  wage  employees  to  make  elective  contributions  and, 
consequently,  maximize  the  number  of  middle  and  lower  wage 
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employees  who  actually  benefit  from  the  matching  contribution 
formula.   The  receipt  of  regular  statements  showing  a  retirement 
account  balance  and  the  effect  of  tax-free  accumulation,  together 
with  the  marketing  materials  that  financial  institutions  could  be 
expected  to  enclose  with  those  statements  to  promote  further 
contributions  (and  larger  account  balances) ,  should  encourage 
middle  and  lower  wage  employees  to  contribute. 

3.  Si. OOP  Credit  for  Cost  of  Establishing  a  Plan 

A  major  reason  that  some  small  business  owners  have  been 
reluctant  to  establish  retirement  plans  for  their  employees  is 
the  administrative  cost  and  time  burden  associated  with  the 
establishment  and  maintenance  of  the  plans.   They  believe  that 
the  resources  —  both  time  and  money  —  required  to  administer 
these  plans  could  be  better  spent  in  other  ways. 

H.R.  2037  would  provide  a  $1,000  tax  credit  to  offset  part 
or  all  of  the  costs  of  establishing  a  pension  plan.   While 
offsetting  the  employer's  cost  burden  for  up  to  $1,000  of  start- 
up expenses,  the  tax  credit  does  not  reduce  administrative 
expenses  (for  example  by  simplifying  the  steps  involved  in 
administering  the  plan) .   Instead,  it  shifts  the  burden  of  these 
expenses  from  employers  to  taxpayers  generally.   Moreover,  the 
proposed  tax  credit  addresses  only  the  administrative  expenses  of 
establishing  the  plan  and  not  the  demands  on  a  business  owner's 
time. 

A  more  effective  approach  to  encouraging  the  formation  of 
retirement  plans  is  to  provide  for  actual  simplification  that 
reduces  all  burdens,  financial  and  administrative,  including  the 
demands  on  the  time  and  attention  of  the  small  business  owner. 
Moreover,  structuring  tax  incentives  to  make  retirement  plans 
more  attractive  to  employers  and  employees  is  a  more  efficient 
and  effective  use  of  tax  expenditure  dollars  than  subsidizing  the 
compensation  paid  to  those  who  provide  services  to  these  plans. 
We  also  believe  that  it  is  important  to  minimize  ongoing  plan 
administrative  expenses  as  well  as  to  reduce  start-up  costs.   The 
Administration's  simplification  proposal,  including  in  particular 
the  NEST  and  the  401 (k)  safe  harbor,  and  other  elements  of  H.R. 
2037,  promote  these  ends. 

4 .  Special  Regulatory  Provisions  Relating  to  Small  Employers 

H.R.  2037  also  requires  the  Secretary  of  the  Treasury  to 
include  provisions  to  address  any  special  needs  of  small 
employers  in  issuing  any  tax  regulation  relating  to  qualified 
pension  plans.   We  oppose  this  explicit  requirement. 

In  1988,  Congress  specifically  balanced  the  special  concerns 
relevant  to  the  tax  regulatory  process  against  the  need  to 
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consider  the  impact  of  tax  regulations  on  small  business.   At 
that  time,  Congress  concluded  that  it  was  appropriate  to  enact 
section  7805(f)  of  the  Internal  Revenue  Code,  which  requires  the 
IRS  to  submit  all  proposed  regulations  to  the  Small  Business 
Administration's  Chief  Counsel  for  Advocacy  for  review  and 
comment . 

Since  the  adoption  of  section  7805(f),  Treasury  and  the  IRS 
have  been  particularly  sensitive  to  the  needs  of  small  business. 
We  spend  a  considerable  amount  of  time  addressing  their  needs  in 
developing  our  regulations.   While  the  Code  is  generally  based  on 
an  even-handed  application  of  the  pension  rules.  Treasury  and  the 
IRS,  where  appropriate,  have  provided  safe  harbors  and  other 
special  rules  for  small  business  to  assist  them  in  addressing  the 
complexities  in  the  Code.   To  the  extent  that  Congress  wishes  to 
provide  special  rules  for  small  business,  this  should  be  done 
directly  and  not  through  mandatory  modifications  of  the 
regulations  that  merely  interpret  the  Code,  so  that  owners  of 
small  businesses  may  better  rely  upon  the  special  rules. 

Moreover,  the  addition  of  a  requirement  that  pension 
regulations  include  provisions  addressing  any  special  needs  of 
small  employers  could  be  counterproductive.   It  could  lead  to 
delays  in  issuing  guidance  and  could  undermine  taxpayers'  ability 
to  rely  on  published  guidance  by  creating  an  avenue  for  anyone  to 
contest  a  regulation  interpreting  the  Code  on  the  procedural 
ground  that  the  regulation  does  not  satisfy  the  new  requirement. 


MISCELLANEOnS  PROPOSALS 

A  number  of  proposals  relating  to  pension  simplification 
were  among  the  many  miscellaneous  tax  proposals  that  were  the 
subject  of  hearings  held  by  the  Ways  and  Means  Committee  on  July 
11  and  12.   The  Administration  submitted  written  testimony  to 
Ways  and  Means  on  these  and  other  proposals  relating  to  employee 
benefits  and  other  tax  issues.   Because  that  testimony  already 
covered  the  matters  this  Committee  has  requested  us  to  address, 
we  will  generally  not  repeat  that  testimony  here.   Instead,  to 
respond  to  the  Committee's  request,  we  are  attaching  an  extract 
of  that  testimony  that  contains  the  portions  that  related  to 
pensions  and  employee  benefits  (Attachment  C) .   We  have  also 
discussed  above  the  proposal  to  delete  the  highest-paid-officer 
rule  from  the  definition  of  highly  compensated  employee.   In 
addition,  it  may  be  helpful  to  the  Committee  for  us  to  elaborate 
here  on  one  other  proposal,  the  proposed  repeal  of  the  15%  excise 
tax  on  excess  distributions. 

Repeal  of  the  15%  Excise  Tax  on  Excess  Distributions 

Under  a  provision  enacted  in  1986,  so-called  "excess 
distributions"  are  subject  to  a  15%  excise  tax.   A  distribution 
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is  generally  considered  an  "excess  distribution"  to  the  extent 
that  all  distributions  to  an  individual  from  all  of  the 
individual's  qualified  employer  plans  and  IRAs  exceed  $150,000 
during  a  calendar  year.   The  limit  is  $750,000  for  a  lump  sum 
distribution.   Similarly,  excess  distributions  made  after  death 
are  subject  to  an  additional  estate  tax  of  15%. 

Both  the  excess  distribution  penalty  and  the  combined  plan 
limit  (which  applies  to  any  employee  who  participates  in  a 
qualified  defined  benefit  plan  and  a  qualified  defined 
contribution  plan  of  the  same  employer)  were  designed  to 
safeguard  against  an  individual  accruing  excessive  tax-favored 
retirement  benefits  under  multiple  plans.   There  is  considerable 
duplication  in  the  application  of  the  two  provisions.   Because 
the  combined  limit  is  the  far  more  complicated  provision  —  and 
because  it,  unlike  the  15%  excise  tax,  applies  only  to  the  plans 
of  a  single  employer  —  we  believe,  as  reflected  in  the 
Administration's  proposal  to  repeal  the  combined  limit,  that  the 
cause  of  pension  simplification  would  be  better  served  by 
repealing  the  combined  limit  than  by  repealing  the  15%  penalty. 
Repeal  of  the  more  burdensome  provisions  will  best  promote 
simplification.   H.R.  2037  also  proposes  to  repeal  the  combined 
limit  while  leaving  the  15%  penalty  in  place. 

OTHER  ADMINISTRATION  PROPOSALS  BENEFITING  SMALL  BUSINESS 

Before  concluding  this  testimony,  I  would  like  to  note  that 
the  Administration  has  also  taken  a  number  of  further  steps  to 
provide  overall  tax  relief  for  small  businesses  and  lessen  their 
administrative  burdens.   For  example,  we  have 

•  supported  the  permanent  extension  and  increase  of  the 
tax  deduction  for  the  cost  of  health  insurance  for 
self-employed  individuals  and  their  families; 

•  clarified  that  subchapter  S  corporations  may  enter  into 
partnerships  with  partners  that  could  not  themselves 
qualify  as  S  corporations,  including  nonresident 
aliens,  thereby  providing  S  corporations  with 
flexibility  in  raising  additional  capital  and 
structuring  their  business  relationships; 

•  supported  in  1993  an  increase  in  the  amount  of  capital 
investment  that  businesses  can  expense  from  $10,000  to 
$25,000  in  order  to  reduce  the  cost  to  small  business 
of  items  that  increase  their  productivity,  such  as 
office  machinery,  computers,  and  copiers  (Congress 
increased  the  expensing  limit  to  $17,500); 
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•  proposed  and  supported  enactment  of  a  provision  that 
exempts  50  percent  of  the  capital  gains  from  the  sale 
of  small  business  stock; 

•  supported  enactment  of  a  provision  encouraging 
investment  in  small  businesses  by  allowing  gain  from 
the  sale  of  publicly  traded  stock  to  be  invested  tax- 
free  in  specialized  small  business  investment 
companies; 

•  issued  guidance  that  simplified  the  calculation  for 
computing  the  individual  alternative  minimum  tax; 

•  issued  guidance  to  simplify  the  determination  of 
depreciation  deductions,  allowing  taxpayers  to  group 
certain  assets  in  one  or  more  "general  asset  accounts"; 
and 

•  provided  that  the  rules  governing  the  timing  of  hedging 
gains  and  losses  do  not  apply  to  small  cash-method 
taxpayers,  even  though  such  taxpayers  receive  the 
benefit  of  the  character  provisions  in  those 
regulations. 

In  addition,  we  have  made  several  recent  proposals  to  reduce 
administrative  and  legal  compliance  costs  imposed  on  small 
businesses.   With  respect  to  independent  contractors,  the  IRS 
recently  announced  a  nationwide  training  program  that  will 
reinforce  the  position  that  using  independent  contractors  can  be 
a  legitimate  business  practice  that  will  not  be  challenged  by  the 
Service.   To  further  assure  fairness  and  uniformity  in 
application  of  the  independent  contractor  rules,  the  IRS  program 
also  provides  for  National  Office  review  of  proposed  compliance 
projects.   In  addition,  the  IRS  is  continuing  its  program  of 
reaching  market  segment  understandings,  using  a  working  group  of 
both  industry  and  IRS  representatives  to  reach  mutual 
understandings  of  how  the  independent  contractor  rules  should 
apply  to  specific  industries. 

The  Administration  recently  requested  comments  on  whether  an 
unincorporated  entity  should  be  permitted  to  elect  to  be  treated 
as  a  partnership  by  simply  checking  a  box  on  its  tax  return. 
This  simple  election  would  replace  application  of  a  complicated 
set  of  criteria  that  had  resulted  in  complexity  and  uncertainty. 
Also,  we  recently  proposed  a  Simplified  Tax  and  Wage  Reporting 
System  that  will  ultimately  enable  an  employer  to  file  a  single 
return  providing  payroll  information  electronically,  thus 
eliminating  the  need  to  file  similar  data  in  multiple  places. 

On  the  legislative  front,  the  Administration  has  proposed 
further  increasing  the  self-employed  health  insurance  deduction 
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to  50  percent.   This  will  further  reduce  the  disparity  in  tax 
treatment  between  self-employed  individuals  and  employees. 

CONCLUSION 

The  proposals  before  the  Committee  today  include  potential 
statutory  changes  that  would  provide  meaningful  pension 
simplification.   It  is  encouraging  that  these  proposals  have  many 
provisions  in  common.   We  look  forward  to  continuing  to  work  with 
Congress  on  a  bipartisan  basis  to  enact  pension  simplification 
that  will  encourage  small  businesses  to  provide  retirement 
benefits  for  their  employees. 

Madam  Chair,  that  concludes  my  formal  statement.  I  will  be 
pleased  to  answer  any  questions  you  or  other  Members  may  wish  to 
ask. 
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OVERVIEW 


'The  most  important  Job  of  our  government  in  this  new 
era  is  to  empower  the  American  people  to  succeed  in 
the  global  economy.   We've  got  to  have  a  government 
that  can  be  a  real  partner  in  making  this  new  economy 
work  for  all  of  our  people.   We  ought  to  foster  more 
savings  and  personal  responsibility. " 

President  Clinton  —  January  24,  1995 

Introduction 

In  the  twenty  years  since  Congress  enacted  the  Employee  Retirement  Income 
Security  Act  of  1974  (ERISA)  to  protect  the  pension  promises  made  to  employees,  the 
pension  laws  and  regulations  have  become  extremely  complicated.  There  are  many 
reasons:  the  desire  of  employers  to  have  a  high  degree  of  flexibility  in  designing  plans 
that  best  suit  their  work  force;   policy  decisions  to  try  to  ensure  that  all  employees 
receive  similar  tax  and  savings  benefits  from  retirement  plans  as  are  available  to 
highly  compensated  employees  and  business  owners;  the  need  to  prevent  specific 
tax-shelter  abuses;  and  limitations  on  pension  accumulations  to  raise  revenue. 

While  each  of  these  may  be  good  causes,  and  the  private  sector  pension  system  has 
been  greatly  strengthened  as  a  result  of  ERISA,  the  cumulative  result  —  together  with 
virtually  annua!  legislative  changes  —  had  been  to  raise  compliance  and 
administrative  costs  to  a  level  where  many  small  employers,  in  particular,  feel  they 
cannot  offer  retirement  pfians  to  their  employees.    For  example,  while  73%  of  full-time 
workers  in  private  firms  with  1000  or  more  workers  were  covered  by  retirement  plans 
in  1993,  only  24%  of  those  in  firms  with  fewer  than  100  employees  were  covered. 

It  is  time  to  cut  through  complex  rules  that  are  outmoded,  redundant,  or  no  longer 
necessary  to  achieve  policy  goals.   With  these  changes,  more   employers,  both  large 
and  small,  can  make  the  smart  decision:  to  provide  their  employees  with  a  simple, 
tax-advantaged  way  to  save  for  retirement.   And,  by  reducing  administrative 
expenses,  more  of  the  money  spent  by  employers  to  maintain  pension  plans  can  go  to 
benefits,  rather  than  to  lawyers,  accountants,  consultants  and  actuaries. 
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We  can  do  this  without  opening  the  system  to  abuses  or  breaking  the  banic: 

•  We  can  tell  employers  with  401  (k)  plans  that  if  they  make  a  meaningful 
contribution  on  behalf  of  each  employee,  or  provide  a  smaller 
contribution  plus  a  significant  match,  we'll  give  them  a  safe  harbor  from 
antidiscrimination  testing  that  is  so  complex  and  expensive  that  the 
federal  government  exempted  its  own  pension  plan  from  the 
requirements. 

•  We  can  make  life  even  simpler  for  the  smallest  employers  —  those  with 
1 00  or  fewer  employees.   We  can  let  them  combine  the  advantages  of 
both  IRAs  and  401  (k)  plans  to  provide  a  new,  simple  plan  —  we  call  it 
the  National  Employee  Savings  Trust  or  NEST  —  where  no 
discrimination  testing  is  required,  there  are  simple  limits  on  contributions, 
and  employees  manage  their  own  accounts. 

•  We  can  stop  treating  family  employees  like  mere  appendages  of  a 
business  owner,  letting  wives  and  husbands,  and  sons  and  daughters 
who  work  hard  in  family  businesses  earn  pension  benefits  of  their  own. 

•  We  can  turn  the  seven-part  definition  of  "highly  compensated  employee" 
into  a  two-part  definition  that's  so  easy  an  employer  could  figure  it  out 
without  a  lawyer  or  accountant. 

•  We  can  get  rid  of  a  limit  on  contributions  and  benefits  for  employees  who 
have  two  types  of  plans  with  the  same  employer,  leaving  in  place  a 
simpler  rule  enacted  in  1986  to  replace  it.  The  limit  is  so  complicated 
that  virtually  no  one  computes  it  correctly. 

•  We  can  reduce  the  application  to  defined  contribution  plans  of  rules 
meant  primarily  for  defined  benefit  plans.   And  we  can  reduce  the 
application  to  multiemployer  plans  of  rules  meant  primarily  for  single 
employer  plans. 

•  We  can  give  employees  of  tax-exempt  organizations  the  opportunity  to 
participate  in  the  401  (k)  defined  contribution  plans  available  to  other 
employers. 

•  We  can  make  sure  that  all  participants  in  pension  plans  will  get  the 
benefits  they  have  earned  when  their  retire,  even  if  their  employer 
terminates  the  plan  —  or  even  goes  out  of  business  —  and  the 
employee  has  years  to  retirement. 
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•  We  can  repeal  a  provision  of  ERISA  that  requires  employers  to  send  us 
copies  of  plan  documents  we  simply  warehouse  —  only  to  have  us  ask 
them  for  another  copy  when  an  employee  asks  us  for  one! 

These  changes,  and  most  of  the  other  proposals  in  this  report  will  require  legislation. 
However,  over  the  years  there  has  been  strong  bipartisan  support  in  Congress  for 
pension  simplification,  and  we  are  hopeful  that  our  sensible,  cost-effective  proposal  will 
be  adopted. 

But  there  is  simplification  that  we  can  do  administratively  too; 

•  We  can  significantly  simplify  both  the  content  and  the  means  of  filing  the 
annual  report  that  pension  and  health  and  welfare  plans  file  with  the 
government  to  enable  us  to  check  compliance  with  the  law. 

•  We  can  make  it  much  easier  for  plans  to  get  permission  to  enter  into 
transactions  that  are  in  the  best  interest  of  the  plan  but  that  technically 
are  prohibited  transactions. 

•  We  can  make  certain  that  employers  don't  have  to  send  employees 
duplicative  notices  or  notices  of  plan  changes  that  don't  affect  them. 

Increasing  the  retirement  income  security  of  American  workers  is  important,  and 
increasing  retirement  plan  coverage  and  benefits  is  a  logical  and  effective  way  for  the 
public  and  private  sectors  to  work  together  with  individual  workers  to  achieve  this  goal. 
The  package  we  are  presenting  today  is  a  cost-effective  beginning.  We  intend  to 
continue  to  work  with  all  concerned  parties  and  with  the  Congress  to  ensure  greater 
simplification  of  our  pension  system  and  greater  retirement  income  security  for  ail 
American  workers. 

Highlights  of  the  High  Priority  Actions 

Although  this  report  proposes  28  High  Priority  Actions  for  pension  simplification,  six  of 
these  actions  are  of  particular  importance  in  achieving  the  goals  of  simplification. 

•  Offer  the  "National  Employee  Savings  Trust"  -  NEST  -  A  simplified  pension 

plan  for  small  businesses 

Small  businesses  are  least  able  to  deal  with  the  complexity  of  current  law,  and 
their  employees  are  the  least  likely  to  be  covered  by  a  retirement  plan  today. 
Therefore,  we  propose  a  new,  simple  retirement  plan  for  employers  with  100  or 
fewer  employees.  As  many  as  1 5  million  workers  who  have  no  employer 


Simplifying  Pensions 


93-666  -  96  -  7 


146 


retirement  plan  could  become  eligible  for  the  new  plan,  which  would  be  known 
as  the  National  Employee  Savings  Trust,  or  "NEST." 

The  NEST  would  operate  through  individual  IRA  accounts  for  employees,  and 
would  incorporate  the  most  attractive  features  of  the  401  (k)  plan,  the  fastest 
growing  employer  retirement  plan  in  America  today.   By  eliminating  or  greatly 
simplifying  many  of  the  rules  that  apply  to  other  qualified  retirement  plans, 
including  401  (k)s,  the  NEST  would  remove  the  key  obstacles  that  currently 
deter  many  small  employers  from  setting  up  retirement  plans. 

For  example,  for  purposes  of  the  NEST,  this  proposal  would  eliminate: 

•  the  special  nondiscrimination  test  that  applies  to  employees'  401  (k) 
salary  reduction  contributions; 

•  the  special  nondiscrimination  test  that  applies  to  an  employer's  matching 
contributions; 

•  the  top-heavy  rules; 

•  the  limit  on  profit-sharing  plan  deductions;  and 

•  employers'  reporting  requirements. 
The  proposal  would  simplify: 

•  the  limits  on  contributions; 

•  the  rules  governing  employees'  eligibility  to  participate;  and 

•  employers'  disclosure  requirements. 

A  NEST  could  provide  for  employer  contributions  and  for  401  (k)-type  tax- 
favored  employee  contributions  by  salary  reduction.  And  employers  could  use 
their  contributions  to  encourage  each  of  their  employees  to  contribute  by 
offering  to  "match"  employees'  salary  reduction  contributions  dollar-for-dollar 
for  the  first  3%  of  employee  compensation  and  at  least  50  cents  on  each 
contributed  dollar  for  the  next  2%  of  employee  compensation.   All  NEST 
contributions  would  be  made  to  an  IRA  established  for  each  participating 
employee,  and  employers  would  contribute  according  to  either  of  two  "safe 
harbor"  formulas. 
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Provide  a  simplified,  design-based  alternative  for  401  (k)  defined 
contribution  plans,  for  all  employers 

The  401  (k)  plan  generally  allows  employees  to  contribute  toward  their 
retirement  savings  on  a  tax-favored,  salary  reduction  basis.   These  plans  often 
provide  for  the  employer  to  make  contributions  that  "match"  the  employee 
contributions.   Yet  in  order  to  ensure  that  lower  paid  workers  get  reasonable 
contributions  compared  to  those  received  by  the  highly  paid,  extensive  and 
often  costly  nondiscrimination  tests  apply. 

We  propose  two  important  simplifications  to  the  complex  nondiscrimination  tests 
that  apply  to  401  (k)  plans.    In  addition,  we  would  allow  employers  (regardless  of 
size)  that  sponsor  401  (k)  plans  to  avoid  the  nondiscrimination  tests  altogether 
by  making  the  same  type  of  safe  harbor  contributions  that  would  apply  to  the 
NEST. 

Repeal  the  family  aggregation  rule  and  the  combined  limits  on 
contributions  and  benefits  for  those  with  multiple  plans,  and  eliminate  or 
simplify  other  unnecessary  or  overlapping  requirements 

Repeal  the  family  aggregation  rule.   We  propose  to  repeal  the  so-called  family 
aggregation  njle.     Currently,  multiple  family  members  employed  by  the  same 
firm  are  penalized  if  one  of  them  either  owns  5%  or  more  of  the  firm,  or  is  one 
of  the  ten  highest  paid  employees.   This  unfairly  prevents  the  family  members 
from  receiving  the  full  retirement  benefits  they  could  have  if  they  were  unrelated 
employees.    In  addition,   the  family  aggregation  rule  greatly  complicates 
nondiscrimination  testing,  particularly  for  family-owned  or  operated  businesses. 

Repeal  the  combined  limit.   We  propose  to  repeal  the  excessively  complex 
"combined  limit"  that  currently  applies  to  an  employee's  contributions  and 
benefits  when  an  employee  participates  in  both  a  defined  contribution  plan  and 
a  defined  benefit  plan  of  the  same  employer.  The  calculation  of  this  limit  — 
often  referred  to  as  section  415(e)  of  the  Internal  Revenue  Code  —  is 
exceedingly  cumbersome.    It  requires  information  concerning  a  plan 
participant's  entire  work  history,  and  it  is  commonly   performed  incorrectly.   The 
goals  of  the  combined  limit  are  already  adequately  met  by  an  excise  tax 
enacted  by  Congress  in  1986. 

Simplifv  the  definition  of  "highly  compensated  employee"  to  ease  plan 
administration.  We  also  propose  to  simplify  radically  the  definition  of  "highly 
compensated  employee."    Virtually  every  nondiscrimination  test  for  pension 
plans  (and  health  and  welfare  plans)  involves  identifying  the  employer's  highly 
compensated  employees.   This  term  is  currently  defined  by  reference  to  a 
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complicated  seven-part  test  that  considers  pay  for  both  the  current  and 
preceding  year.   In  addition,  this  test  classifies  many  middle-income  workers  as 
"highly  compensated  employees"  who  are,  as  a  result,  prohibited  from  receiving 
better  benefits. 

Our  proposal  replaces  the  seven-part  test  with  a  simple  two-part  test:  a  highly  ■ 
compensated  employee  would  be  anyone  who  either  owns  more  than  5%  of  an 
employer  or  is  paid  more  than  $80,000,  based  on  pay  in  the  prior  year.   The 
$80,000  threshold  would  save  many  middle-income  Americans  from  being 
disadvantaged  by  nondiscrimination  rules  that  were  originally  meant  to  help 
them. 

Fxemot  defined  contribution  plans  from  the  minimum  participation  requirement. 
Every  qualified  defined  benefit  plan  and  defined  contribution  plan  currently  must 
cover  at  least  50  employees  or,  in  smaller  companies,  40%  of  all  employees  of 
the  employer.  This  minimum  participation  rule  was  generally  intended  to 
prevent  the  use  of  individual  defined  benefit  plans  to  give  high  paid  employees 
better  benefits  than  those  provided  to  others  under  a  separate  plan.   Because 
the  abuses  addressed  by  the  rule  are  unlikely  to  arise  in  the  context  of  defined 
contribution  plans,  the  rule  adds  unnecessary  administrative  burden  and 
complexity  for  those  plans.  We  would  repeal  the  requirement  for  defined 
contribution  plans. 

Streamline  Form  5500  reporting  for  all  pension  plans 

Each  year,  over  750,000  pension  and  welfare  benefit  plans  are  required  to  file 
the  Form  5500  with  the  Internal  Revenue  Service  (IRS).   The  form  provides 
detailed  information  concerning  a  plan's  financial  condition,  funding,  investments 
and  operations,  and  allows  the  pension  enforcement  agencies  to  evaluate 
compliance  with  the  complex  pension  rules.   The  form  is  filed  and  processed  as 
if  it  were  a  tax  return,  although  it  is  an  annual  information  report.    In  accordance 
with  a  National  Performance  Review  (NPR)  recommendation,  we  propose  to 
significantly  simplify  and  shorten  the  form  and  to  develop  software  that  will  allow 
plans  to  file  the  form  electronically,  using  a  self-editing  program.   The  new  form 
will  be  available  for  public  comment  before  the  end  of  1995  and  completed 
early  in  1996.   The  revised  filing  system  will  be  implemented  for  1996  plan 
years,  for  which  returns  must  be  filed  in  July  1997. 

Simplify  and  expedite  the  prohibited  transaction  exemption  process 

A  "prohibited  transaction"  is  generally  any  transaction  between  a  plan  and  a 
person  who  is  considered  a  "party  in  interest"  or  a  "disqualified  person." 
Prohibited  transactions  may  trigger  an  excise  tax  and  civil  and  criminal  liability. 
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On  the  other  hand,  many  transactions  that  are  technically  prohibited  are 
inconsequential  or  are  completely  consistent  with  a  plan  fiduciary's 
responsibilities  to  participants,  and  so  the  Department  of  Labor  (DOL)  grants 
exemptions  in  most  cases.    However,  the  current  DOL  process,  which  treats 
each  requested  exemption  as  unique  and  entitled  to  all  statutory  procedural 
protections,  can  take  up  to  two  years.   We  would,  administratively,  guarantee  a 
DOL  response  within  45  days  for  transactions  DOL  determined  to  be 
substantially  similar  to  exemptions  previously  granted  to  the  same  or  other 
plans.    In  addition,  we  would  simpliify  the  process  for  exempting  another  class 
of  prohibited  transactions  —  involving  self-directed  accounts  —  that  both  the 
IRS  and  DOL  currently  must  act  on,  by  designating  DOL  the  primary  decision- 
maker and  limiting  the  time  within  which  the  IRS  must  object  or  concur. 

Expand  the  Pension  Benefit  Guaranty  Corporation's  missing  participant 
program  to  enable  more  of  those  promised  a  pension  to  get  it,  even  if 
their  company  goes  out  of  business 

Under  the  Retirement  Protection  Act,  enacted  in  December,  employers  who  are 
terminating  defined  benefit  plans  guaranteed  by  the  PBGC  must  register 
"missing"  participants  —  participants  the  plan  sponsor  cannot  locate,  who  have 
often  left  the  company's  employment  years  earlier  —  with  the  PBGC  and  either 
transfer  funds  to  the  PBGC  or  purchase  annuities  for  these  participants. 
Previously  missing  participants  who  learn  of  a  plan's  termination  can  then 
contact  the  PBGC  rather  than  having  to  trace  the  funds  of  an  often-defunct 
employer.    In  addition,  the  PBGC  has  developed  a  fairly  effective  system  for 
tracing  such  participants  and  providing  them  benefits.   We  propose  to  expand 
this  program  to  defined  benefit  plans  (other  than  governmental  plans)  that  are 
not  guaranteed  by  the  PBGC  and  to  defined  contribution  plans. 
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HIGH  PRIORITY  ACTIONS 


SIMPLIFY  PENSION  PLANS  FOR  SMALL  BUSINESS 

1.  The  NEST  —  A  Simplified  Plan  for  Small  Business 

Action:  Create  a  new,  simple  retirement  savings  plan  targeted  to  small  employers  and 
designed  to  encourage  coverage  of  ail  employees.   The  new  plan  would  be  Icnown  as 
the  National  Employee  Savings  Trust  ("NEST"). 

Background:  The  administrative  cost  and  complexity  associated  with  traditional 
qualified  retirement  plans  often  discourage  small  employers  from  sponsoring  these 
plans.   For  employers  with  few  employees,  the  cost  of  maintaining  the  plan  may  even 
exceed  the  benefits  provided  to  employees.  As  a  result,  pension  coverage  of 
employees  of  small  employers  is  significantly  lower  than  the  pension  coverage  of 
employees  of  larger  employers.   Existing  plans  designed  for  small  employers  are 
generally  perceived  as  overly  complicated  and  impractical.   Where  these  plans  are 
used,  there  is  significant  noncompliance  with  the  statutory  requirements. 

Description:  A  NEST  is  a  tax-favored  retirement  savings  plan  designed  to  provide 
small  employers  with  a  simple,  cost-effective  means  of  providing  a  retirement  plan  for 
their  employees.    It  achieves  these  goals  primarily  by  eliminating  several  complex 
nondiscrimination  tests  that  apply  to  traditional  qualified  plans  and,  instead,  simply 
requires  an  employer  to  malce  NEST  contributions  in  accordance  with  one  of  two 
specified  plan  designs.   The  Icey  features  of  the  NEST  are: 

•  Any  employer  with  100  or  fewer  employees  would  be  eligible  to  maintain  a 
NEST. 

•  Each  employee,  age  21  or  older,  who  completed  two  years  of  service  with  the 
employer  would  participate  in  the  NEST.   However,  an  employer  would  not  be 
required  to  make  nonelective  contributions  for  an  employee  with  less  than 
$5,000  of  compensation  for  the  year. 

•  The  NEST  would  have  to  be  designed  to  satisfy  one  of  the  following  two 
formulas: 
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(1)  The  employer  contributes  at  least  3%  of  pay  for  each  eligible  employee. 
In  addition  employees  may  be  given  the  opportunity  to  make  salary 
reduction  (or  "elective")  contributions. 

(2)  The  employer  contributes  at  least  1%  of  pay  for  each  eligible  employee. 
In  addition,  employees  must  be  given  the  opportunity  to  make  elective 
contributions.    Employee  elective  contributions  of  up  to  3%  of 
compensation  must  be  matched  by  the  employer  dollar-for-dollar.   The 
employer  match  for  elective  contributions  above  3%  of  compensation 
(and  up  to  5%  of  compensation)  must  be  at  least  50  cents  per  dollar  of 
elective  contributions.    No  employer  matching  contribution  is  sdlowed  for 
elective  contributions  in  excess  of  5%  of  compensation. 

All  contributions  would  be  made  to  an  IRA  and  would  be  immediately  100% 
vested.    However,  withdrawal  of  any  NEST  contribution  would  be  restricted  for 
two  years. 

An  employee's  annual  elective  contributions  to  a  NEST  would  be  limited  to 
$5,000.    Employer  nonelective  contributions  would  be  limited  to  5%  of  an 
employee's  compensation  (of  up  to  $150,000).   No  other  contribution  or 
deduction  limits  would  apply  to  the  NEST. 

An  employer  would  generally  be  allowed  to  make  contributions  for  all 
employees  to  the  same  financial  institution.    However,  an  employee  could 
subsequently  move  the  NEST  funds  to  an  IRA  at  another  financial  institution. 

NEST  accounts  would  be  portable  —  NESTs  could  originate  and  receive 
rollovers  from  any  other  IRA,  and  NESTs  could  receive  rollovers  from  qualified 

plans. 
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2.        Repeal  the  Family  Aggregation  Rule 

Action:  Eliminate  the  rule  that  requires  certain  highly  compensated  employees  and 
their  family  members  to  be  treated  as  a  single  employee. 

Background:   Under  current  law,  if  an  employee  is  a  family  member  of  either  a  more- 
than-5%  owner  of  the  employer  or  one  of  the  employer's  10  highest-paid  highly 
compensated  employees,  then  any  compensation  paid  to  the  family  member  and  any 
contribution  or  benefit  under  the  plan  on  behalf  of  the  family  member  is  aggregated 
with  the  compensation  paid  and  contributions  or  benefits  on  behalf  of  the  highly 
compensated  employee.   Therefore,  the  highly  compensated  employee  and  the  family 
member(s)  are  treated  as  a  single  highly  compensated  employee.    For  purposes  of 
this  rule,  an  employee's  "family  member"  is  generally  a  spouse,  parent,  grandparent, 
child,  or  grandchild  (or  the  spouse  of  a  parent,  grandparent,  child,  or  grandchild). 

A  similar  family  aggregation  rule  applies  with  respect  to  the  $1 50,000  annual  limit  on 
the  amount  of  compensation  that  may  be  taken  into  account  under  a  qualified  plan. 
(However,  under  these  provisions,  only  the  highly  compensated  employee's  spouse 
and  children  or  grandchildren  under  age  19  are  aggregated.) 

These  family  aggregation  rules  greatly  complicate  the  application  of  the 
nondiscrimination  tests,  particularly  for  family-owned  or  operated  businesses,  and  may 
unfairly  reduce  retirement  benefits  for  the  family  members  who  are  not  highly 
compensated  employees. 

Description:  The  family  aggregation  rules  would  be  repealed. 
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3.        Eliminate  Special  Restrictions  on  Plans  Maintained  by  the  Self-Employed 

Action:  Eliminate  the  special  plan  aggregation  rules  that  apply  to  certain  qualified 
employer  retirement  plans  maintained  by  self-employed  individuals. 

Background:   Prior  to  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA). 
numerous  special  rules  applied  to  qualified  retirement  plans  that  covered  self- 
employed  individuals.   Almost  ail  of  these  special  rules  were  repealed  by  TEFRA. 
However,  special  aggregation  rules  that  do  not  apply  to  other  qualified  retirement 
plans  still  apply  to  qualified  plans  that  cover  an  "owner-employee"  (i.e.,  a  sole 
proprietor  of  an  unincorporated  trade  or  business  or  a  more-than-10%  partner  of  a 
partnership).   These  aggregation  rules  generally  require  affected  plans  to  be  treated 
as  a  single  plan  and  affected  employers  to  be  treated  as  a  single  employer.    For 
example,  under  one  of  the  special  rules,  if  an  owner-employee  controls  more  than 
one  trade  or  business,  then  any  qualified  plans  maintained  with  respect  to  those 
trades  or  businesses  must  be  treated  as  a  single  plan  and  all  employees  of  those 
trades  or  business  must  be  treated  as  employed  by  a  single  employer.   The  special 
aggregation  rules  afford  plan  participants  little,  if  any,  protection  because  they  are 
largely  duplicative  of  the  general  aggregation  njles  that  apply  to  all  qualified  employer 
plans,  including  plans  that  cover  self-employed  individuals. 

Description:  The  special  aggregation  rules  for  qualified  plans  that  cover  owner- 
employees  would  be  repealed. 
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4.         Simplify  Substantial  Owner  Rules  Relating  to  Plan  Terminations 

Action:  Simplify  the  rules  that  phase  in  PBGC-guaranteed  benefits  for  a  "substantial 
owner"  who  is  a  participant  in  a  terminating  plan. 

Background:   ERISA  contains  very  complicated  rules  for  determining  the  PBGC- 
guaranteed  benefits  of  an  individual  who  owns  more  than  10  percent  of  a  business  (a 
"substantial  owner")  and  who  is  a  participant  in  the  business's  terminating  plan.   These 
rules  were  designed  to  prevent  a  substantial  owner  from  establishing  a  plan, 
underfunding  it,  and  terminating  it  in  order  to  receive  benefits  from  the  PBGC.   Under 
the  rules,  the  PBGC  guarantee  with  respect  to  a  participant  who  is  not  a  substantial 
owner  is  generally  phased  in  over  five  years  from  the  date  of  the  plan's  adoption  or 
amendment.    However,  for  a  substantial  owner,  the  guarantee  is  genersdly  phased  in 
over  thirty  years  from  the  date  the  substantial  owner  begins  participation  in  the  plan. 
The  substantial  owner's  benefit  under  each  amendment  within  the  30  years  before 
plan  termination  is  separately  phased  in.   As  a  result,  when  a  plan  covering  a 
substantial  owner  is  terminated,  the  PBGC  must  obtain  plan  documents  from  as  long 
as  30  years  ago.   This  is  frequently  difficult  if  not  impossible. 

Description:  The  same  five-year  phase-in  that  currently  applies  to  a  participant  who 
is  not  a  substantial  owner  would  apply  to  a  substantial  owner  with  less  than  a  50% 
ownership  interest.    For  a  substantial  owner  with  a  50%  or  more  ownership  interest  (a 
"majority  owner"),  the  phase-in  would  depend  on  the  number  of  years  the  plan  has 
been  in  effect,  rather  than  on  the  number  of  years  the  owner  has  been  a  participant. 
Specifically,  the  guaranteeable  plan  benefit  for  a  majority  owner  would  be  1/30  for 
each  year  that  the  plan  has  been  in  effect.    (Benefits  under  plan  amendments  would 
not  be  separately  phased  in.)    Under  this  approach,  the  fraction  would  be  the  same  for 
each  majority  owner,  eliminating  the  need  for  separate  computations  based  on 
documents  as  many  as  30  years  old.    However,  a  majority  owner's  guaranteed  benefit 
would  be  limited  so  that  it  could  not  be  more  than  the  amount  that  would  be 
guaranteed  under  the  regular  five-year  phase-in  applicable  to  other  participants. 
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IMPROVE  AND  EXPAND  401  fk^  PLANS 

5.        Eliminate  Uncertainty  and  Monitoring  of  Contributions  Through  Design- 
Based  Safe  Harbors 

Action:   Provide  design-based  nondiscrimination  safe  harbors  that  would  give 
employers  the  option  of  avoiding  all  ADP  (actual  deferral  percentage)  and  ACP 
(average  contribution  percentage)  testing. 

Background:  The  ADP  test  generally  applies  to  the  elective  contributions  (typically 
made  by  salary  reduction)  of  all  employees  eligible  to  participate  in  a  401  (k)  plan.   The 
test  requires  the  calculation  of  each  eligible  employee's  elective  contributions  as  a 
percentage  of  the  employee's  pay.   The  ADP  test  is  satisfied  if  the  plan  passes  either 
of  the  following  two  tests:   (1 )  the  average  percentage  of  elective  contributions  for 
highly  compensated  employees  does  not  exceed  125%  of  the  average  percentage  of 
elective  contributions  for  nonhighly  compensated  employees,  or  (2)  the  average 
percentage  of  elective  contributions  for  highly  compensated  employees  does  not 
exceed  200%  of  the  average  percentage  of  elective  contributions  for  nonhighly 
compensated  employees,  and  does  not  exceed  the  percentage  for  nonhighly 
compensated  employees  by  more  than  two  percentage  points.   The  ACP  test  is 
almost  identical  to  the  ADP  test,  but  generally  applies  to  employer  matching 
contributions  and  after-tax  employee  contributions  under  any  qualified  employer 
retirement  plan. 

The  annual  application  of  these  tests,  and  correcting  violations  of  these  tests,  is 
complicated  and  often  costly.    Most  cases  require  either  constant  monitoring  and 
adjustments  of  contributions  over  the  course  of  the  year  or  complicated  correction 
procedures  and  information  reporting  after  the  end  of  the  year. 

Description:  The  proposal  would  provide  two  alternative  "design-based"  safe  harbors. 
If  a  plan  were  properly  designed,  the  employer  would  avoid  all  ADP  and  ACP  testing. 
Under  the  first  safe  harbor,  the  employer  would  have  to  make  nonelective 
contributions  of  at  least  3%  of  compensation  for  each  nonhighly  compensated 
employee  eligible  to  participate  in  the  plan.   Alternatively,  under  the  second  safe 
harbor,  the  employer  would  have  to  provide  a  100%  matching  contribution  on  an 
employee's  elective  contributions  up  to  the  first  3%  of  compensation,  and  a  match  of 
at  least  50%  (but  no  more  than  100%)  on  the  employee's  elective  contributions  up  to 
the  next  2%  of  compensation.   The  second  safe  harbor  also  would  require  the 
employer  to  make  a  nonelective  contribution  of  at  least  1  %  of  compensation  for  each 
eligible  nonhighly  compensated  employee. 

Under  both  safe  harbors,  the  nonelective  employer  contributions  and  the  matching 
employer  contributions  would  be  nonforfeitable  immediately  (i.e.,  100%  vested)  and 
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generally  could  not  be  distributed  prior  to  the  participant's  death,  disability,  termination 
of  employment,  or  attainment  of  age  59  1/2.    In  addition,  each  employee  eligible  to 
participate  in  the  plan  would  have  to  be  given  notice  of  his  or  her  rights  and 
obligations  under  the  plan  within  a  reasonable  period  before  any  year  begins. 
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Facilitate  Testing  by  Using  Prior  Year  Data 


Action-  Adopt  a  look-back  method  for  determining  allowable  contribution  levels  for 
highly  compensated  employees  in  order  to  eliminate  the  need  for  on-going  testing  or 
post-year-end  corrections. 

Rarkground:  The  ADP  test  and  the  ACP  test  generally  compare  the  average 
contributions  for  highly  compensated  employees  for  the  year  to  the  average 
contributions  for  nonhighly  compensated  employees  for  the  same  year.    Because  the 
current  year  average  for  the  nonhighly  compensated  employees  is  not  known  until  the 
end  of  the  year,  this  almost  always  requires  either  constant  monitoring  and 
adjustments  over  the  course  of  the  year  or  complicated  correction  procedures  and 
information  reporting  after  the  end  of  the  year. 

DRfirripiion:  To  eliminate  this  unnecessary  uncertainty  and  complexity,  the  proposal 
would  modify  the  ADP  and  ACP  tests  to  require  the  average  contributions  for  highly 
compensated  employees  for  the  current  year  to  be  compared  to  the  average 
contributions  for  nonhighly  compensated  employees  for  the  preceding  year. 
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7.        Improve  Fairness  of  Corrective  Distribution  Rules 

Action:  Provide  a  method  for  correcting  nondiscrimination  test  violations  that  does  not 
disproportionately  favor  the  most  highly  compensated  employees. 

Background:   Under  current  law.  when  the  ADP  or  ACP  test  is  violated,  correction  is 
made  by  reducing  the  excess  contributions  of  highly  compensated  employees 
beginning  with  employees  who  have  deferred  the  greatest  percentage  of  pay.  This 
method  illogically  favors  the  most  highly  paid  of  the  highly  compensated  employees: 
their  contributions,  as  a  percentage  of  pay,  are  likely  to  be  lower  than  the  percentage 
contributions  of  lower-paid  highly  compensated  employees,  even  if  the  dollar  amount 
of  their  contributions  is  higher.    For  example,  if  an  officer  makes  $65,000  and 
contributes  $5,000  (7.7%  of  pay),  his  contribution  would  be  reduced  before  that  of  a 
CEO  who  makes  $150,000  and  contributes  $9,000  (6%  of  pay).  In  addition,  it  is 
usually  simpler  to  determine  the  total  dollar  amount  contributed  by  an  employee  than 
to  determine  what  percentage  of  pay  that  dollar  amount  represents. 

Description:  The  simplified  correction  method  would  require  excess  contributions  to  be 
distributed  first  to  those  highly  compensated  employees  who  deferred  the  highest 
dollar  amount  for  the  year.    LJnder  this  method,  the  lower  paid  highly  compensated 
employees  would  no  longer  be  disadvantaged  by  the  correction  method. 
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8.        Permit  Tax-Exempt  Organizations  to  IMaintain  401  {k)  Plans 

Action:  Modify  the  tax  law  to  delete  the  Code  provision  that  prohibits  organizations 
exempt  from  income  tax,  including  Indian  tribes,  from  maintaining  section  401  (k)  plans. 

Background:   Except  for  certain  plans  established  before  July  2,  1986.  an  organization 
exempt  from  income  tax  is  not  allowed  to  maintain  a  401  (k)  plan.   This  rule  prevents 
many  tax-exempt  organizations  from  offering  their  employees  retirement  benefits  on  a 
salary  reduction  basis.  Although  tax-sheltered  annuity  programs  can  provide  similar 
benefits,  many  types  of  tax-exempt  organizations  are  also  precluded  from  offering 
those  programs. 

Description:  The  proposal  would  delete  the  Code  provision  that  prohibits  organizations 
exempt  from  income  tax,  including  Indian  tribes,  from  maintaining  401  (k)  plans. 
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9.         Conform  401  (k)  Distribution  Rules  for  Rural  Cooperatives 

Action:  Conform  the  distribution  rules  for  401  (k)  plans  maintained  by  rural 
cooperatives  with  the  distribution  rules  that  apply  to  other  401  (k)  plans. 

Background:   Under  a  401  (k)  plan,  distributions  are  allowed  only  after  separation  from 
service,  death,  disability,  attainment  of  age  59  1/2,  and  certain  other  specified  events. 
However,  401  (k)  plans  maintained  by  rural  electrical  cooperatives  or  cooperative 
telephone  companies  are  money  purchase  pension  plans.   Therefore,  in  accordance 
with  the  distribution  restrictions  generally  applicable  to  pension  plans,  these  plans 
cannot  allow  distributions  on  account  of  a  participant  attaining  age  59  1/2. 

Description:  The  rules  for  401  (k)  plans  of  rural  cooperatives  would  be  conformed  to 
those  that  apply  to  other  401  (k)  plans  by  allowing  distributions  after  attainment  of  age 
59  1/2.    (Note:  Proposal  28  would  change  the  age  59  1/2  rule  to  an  age  59  rule.) 
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SIMPLIFY  PENSION  RULES 

Delete  Unnecessary  Tests  and  Special  Rules 

10.   Eliminate  Excessive  Testing  By  Simplifying  the  Definition  of  "Highly 
Compensated  Employee" 

Action:  Simplify  the  definition  of  "highly  compensated  employee"  that  is  used  to  test 
qualified  employer  retirement  plans  for  nondiscrimination. 

Background:  A  qualified  employer  retirement  plan  must  satisfy  a  variety  of 
nondiscrimination  tests  to  ensure  that  it  does  not  discriminate  in  favor  of  "highly 
compensated  employees."  As  a  result,  all  of  the  nondiscrimination  tests  require  the 
employer  to  identify  its  "highly  compensated  employees."   This  term  is  currently 
defined  by  reference  to  a  complicated  test  that  consists  of  seven  major  elements.   An 
employee  is  treated  as  a  highly  compensated  employee  for  the  current  year,  if,  at  any 
time  during  the  current  year  or  the  preceding  year,  the  employee: 

(1)  owned  more  than  5%  of  the  employer, 

(2)  received  more  than  $100,000  (as  indexed  for  1995)  in  annual  compensation  from 
the  employer, 

(3)  received  more  than  $66,000  (as  indexed  for  1 995)  in  annual  compensation  from 
the  employer  and  was  one  of  the  top-paid  20%  of  employees  during  the  same  year, 
or 

(4)  was  an  officer  of  the  employer  who  received  compensation  greater  than  $60,000 
(as  indexed  for  1995). 

However,  these  four  rules  are  modified  by  three  additional  rules. 

(5)  An  employee  described  in  any  of  the  last  three  categories  for  the  current  year  but 
not  the  preceding  year  is  treated  as  a  highly  compensated  employee  for  the  current 
year  only  if  he  or  she  was  among  the  100  highest  paid  employees  for  that  year. 

(6)  No  more  than  50  employees  or,  if  fewer,  the  greater  of  three  employees  or  10%  of 
employees  are  treated  as  officers. 

(7)  If  no  officer  has  compensation  in  excess  of  $60,000  (for  1995)  for  a  year,  then  the 
highest  paid  officer  of  the  employer  for  the  year  is  treated  as  a  highly  compensated 
employee. 
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This  test  is  not  only  complicated,  it  classifies  many  middle-income  workers  as  "highly 
compensated  employees"  who  are  then  prohibited  from  receiving  better  benefits  than 
others. 

Description:  The  current  seven-part  test  would  be  replaced  by  a  simplified  two-part 
test:  an  employee  would  be  a  "highly  compensated  employee"  for  the  current  year 
only  if  the  employee  owned  more  than  5%  of  the  employer  during  the  current  or 
preceding  year  or  had  compensation  from  the  employer  of  more  than  $80,000 
(indexed  annually  for  cost  of  living)  during  the  preceding  year.   This  dollar  threshold 
would  mean  that  many  middle-income  Americans  would  no  longer  be  subject  to 
nondiscrimination  restnctions. 
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11.       Exempt  Defined  Contribution  Plans  from  the  IVIinimum  Participation  Rule 

Action:   Eliminate  the  requirement  that  a  defined  contribution  plan  cover  at  least  50 
employees  or.  in  smaller  companies,  40%  of  all  employees  of  the  employer. 

Background:   Under  current  law,  every  qualified  defined  benefit  plan  or  defined 
contribution  plan  is  required  to  cover  at  least  50  employees  or,  in  smaller  companies, 
40%  of  all  employees  of  the  employer.   This  rule  was  generally  intended  to  prevent  an 
employer  from  establishing  individual  defined  benefit  plans  for  highly  compensated 
employees  in  order  to  provide  those  employees  with  more  favorable  benefits  than 
those  provided  to  lower  paid  employees  under  a  separate  plan.  The  mle  prevents  an 
employer  from  favoring  one  small  group  of  participants  over  another  by,  for  example, 
covering  them  under  two  separate  plans  and  funding  one  plan  better  than  the  other. 

As  applied  to  defined  contribution  plans,  the  minimum  participation  rule  adds 
complexity  for  employers  without  delivering  commensurate  benefits  to  the  system. 

•  The  50  employee/40%  mle  currently  acts  as  a  largely  redundant  backstop  to 
the  nondiscrimination  rules  designed  to  prevent  qualified  retirement  plans  from 
unduly  favoring  the  top  group  of  employees.   Since  1986,  when  the  minimum 
participation  rule  was  enacted  (along  with  other,  more  extensive 
nondiscrimination  requirements),  regulations  have  further  limited  the  potential 
for  discriminatory  practices  that  originally  caused  the  minimum  participation  rule 
to  be  applied  to  plans  other  than  individual  defined  benefit  plans. 

•  All  defined  contribution  plans  are  generally  fully  funded  and,  therefore,  there  is 
no  risk  that  an  employer  will  favor  participants  in  one  plan  over  participants  in 
another  by  providing  more  favorable  funding. 

Thus,  the  abuses  intended  to  be  addressed  by  the  minimum  participation  requirement 
are  unlikely  to  arise  in  tha  context  of  defined  contribution  plans.   This  requirement 
adds  unnecessary  administrative  burden  and  complexity  with  respect  to  these  plans. 

Description:    The  minimum  participation  rule  would  be  repealed  for  defined 
contribution  plans. 
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12.      Eliminate  Special  Vesting  Schedule  for  Multiemployer  Plans 

Action:  Eliminate  the  10-year  vesting  schedule  currently  allowed  only  for 
multiemployer  plans,  so  that  multiemployer  plans  will  be  subject  to  the  same  5-  or  7- 
year  vesting  schedules  as  all  other  qualified  employer  retirement  plans. 

Background:   The  accrued  benefits  of  a  collectively  bargained  employee  under  a 
multiemployer  pension  plan  are  not  currently  required  to  become  nonforfeitable  (i.e., 
"vested")  until  the  employee  has  completed  1 0  years  of  service.   If  the  employee's 
employment  terminates  before  then,  all  benefits  can  be  lost.  Accrued  benefits  of  all 
other  employees  (i.e.,  employees  under  all  non-multiemployer  plans  and  any 
noncollectively  bargained  employees  under  a  multiemployer  plan)  must  vest  after  five 
years  of  service,  or  after  seven  years  if  partial  vesting  begins  after  three  years. 

Description.   The  special  10-year  vesting  rule  applicable  to  multiemployer  plans  would 
be  repealed. 
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13.      Allow  Triennial  Actuarial  Valuations  for  Multiemployer  Plans 

Action:  Allow  multiemployer  plans  to  return  to  triennial,  rather  than  annual,  actuarial 
valuations. 

Background:  An  employer's  annual  deduction  for  contributions  to  a  defined  benefit 
plan  is  generally  limited  to  the  amount  by  which  150%  of  the  plan's  current  liability  (or, 
if  less,  the  plan's  accrued  liability)  exceeds  the  value  of  the  plan's  assets.   Because 
the  annual  calculation  of  the  150%  limit  requires  an  actuarial  valuation,  defined  benefit 
plans  are  required  to  have  an  actuarial  valuation  no  less  frequently  than  annually. 
However,  under  a  separate  proposal  (see  proposal  18),  the  150%  limit  would  be 
eliminated  for  multiemployer  plans  and,  therefore,  annual  valuations  would  be 
unnecessary  and  overly  burdensome  for  these  plans. 

Description:  Actuarial  valuations  would  be  required  no  less  frequently  than  every  three 
years,  rather  than  annually,  for  multiemployer  plans. 
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14.      Eliminate  Partial  Termination  Rules  for  Multiemployer  Plans 

Action:  Eliminate  the  partial  temnination  rules  for  multiemployer  plans. 

Background:  When  a  qualified  employer  retirement  plan  is  terminated,  all  plan 
participants  are  required  to  become  100%  vested  in  their  accrued  benefits  to  the 
extent  those  benefits  are  funded.    In  order  to  prevent  an  employer  from  evading  this 
rule  simply  by  amending  the  plan  to  exclude  nonvested  employees  or  by  laying  off 
nonvested  employees  before  terminating  the  plan,  a  qualified  employer  retirement  plan 
must  aiso  provide  that,  upon  a  "partial  termination,"  all  affected  employees  must 
become  100%  vested  in  their  benefits  accrued  to  the  date  of  the  termination,  to  the 
extent  the  benefits  are  funded. 

Whether  a  partial  termination  has  occurred  in  a  particular  situation  is  generally  based 
on  the  specific  facts  and  circumstances  of  that  situation,  including  the  exclusion  from 
the  plan  of  a  group  of  employees  who  have  previously  been  covered  by  the  plan,  by 
reason  of  a  plan  amendment  or  severance  by  the  employer.  In  addition,  if  a  defined 
benefit  plan  stops  or  reduces  future  benefit  accruals  under  the  plan,  a  partial 
termination  is  deemed  to  occur  rf,  as  a  result,  a  potential  reversion  of  plan  assets  to 
the  employer  is  created  or  increased. 

Over  the  years,  court  decisions  have  left  unanswered  many  key  questions  as  to  how 
to  apply  the  partial  termination  rules.  Accordingly,  applying  the  rules  can  often  be 
difficult  and  uncertain,  especially  for  multiemployer  plans.   For  example,  multiemployer 
plans  experience  frequent  fluctuations  in  participation  levels  caused  by  the 
commencement  and  completion  of  projects  that  involve  significant  numbers  of  union 
members.    Many  of  these  terminated  participants  are  soon  rehired  for  another  project 
that  resumes  their  active  coverage  under  the  plan.   In  addition,  it  is  common  for 
participants  leaving  one  multiemployer  plan's  coverage  to  maintain  service  credit  under 
a  reciprocal  agreement  if  they  move  to  the  coverage  of  another  plan  sponsored  by  the 
same  union.   As  a  result,  these  participants  do  not  suffer  the  interruption  of  their 
progress  along  the  plan's  vesting  schedule  that  ordinarily  occurs  when  an  employee 
stops  being  covered  by  a  plan. 

Given  these  factors,  and  the  related  proposal  to  require  multiemployer  plans  to  vest 
participants  after  five  (instead  of  the  current  10)  years  of  service,  the  difficulties 
associated  with  applying  the  partial  termination  rules  to  multiemployer  plans  outweigh 
the  benefits. 

Description:  The  requirement  that  affected  participants  become  100%  vested  in  their 
accrued  benefits  (to  the  extent  funded)  upon  the  partial  termination  of  a  qualified 
employer  retirement  plan  would  be  repealed  with  respect  to  multiemployer  plans. 
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Simplify  Rules  Governing  Contributions  and  Deductions 

15.       Eliminate  the  Combined  Plan  Limit  on  Contributions  and  Benefits  (Section 
415(e)) 

Action:   Repeal  the  extremely  complex  combined  limit  on  contributions  and  benefits 
that  apply  when  an  employee  is  covered  under  both  a  defined  contribution  plan  and  a 
defined  benefit  plan  of  the  same  employer. 

Background:  An  employee  who  participates  in  a  qualified  defined  benefit  plan  and  a 
qualified  defined  contribution  plan  of  the  same  employer  must  currently  satisfy  a 
combined  plan  limit.   This  limit  is  satisfied  if  the  sum  of  the  "defined  benefit  fraction" 
and  the  "defined  contribution  fraction"  is  no  greater  than  1 .0. 

The  defined  benefit  fraction  measures  the  portion  of  the  maximum  permitted  defined 
benefit  that  the  employee  actually  uses.  The  numerator  is  the  projected  normal 
retirement  benefit,  and  the  denominator  is  generally  the  lesser  of  125%  of  the  dollar 
limitation  for  the  year  ($120,000  for  1995),  or  140%  of  the  employee's  average 
compensation  for  the  three  years  of  employment  in  which  the  employee's  average 
compensation  was  highest. 

The  defined  contribution  fraction  measures  the  portion  that  the  employee  actually  uses 
of  the  maximum  permitted  contributions  to  a  defined  contribution  plan  for  the 
employee's  entire  career  with  the  employer.   The  numerator  is  generally  the  total  of 
the  contributions  and  forfeitures  allocated  to  the  employee's  account  for  each  of  the 
employee's  years  of  service  with  the  employer.  The  denominator  is  the  sum  of  a 
calculated  value  for  each  of  those  years  of  service.  The  calculated  value  is  the  lesser 
of  125%  of  the  dollar  limitation  for  that  year  of  service  ($30,000  for  1995).  or  35%  of 
the  participant's  compensation    Because  of  the  historical  nature  of  this  fraction,  its 
computation  is  extremely  cumbersome  and  requires  the  retention  of  various  data  for 
an  employee's  entire  career. 

The  combined  plan  limit  is  not  the  only  Code  provision  that  safeguards  against  an 
individual  accruing  excessive  retirement  benefits  on  a  tax-favored  basis.   There  are 
maximum  limits  for  both  defined  benefit  and  defined  contribution  plans.    In  addition,  a 
15%  "excess  distribution"  penalty  was  enacted  in  1986  to  achieve  many  of  the  same 
goals  as  the  combined  plan  limit.   A  distribution  is  generally  considered  an  "excess 
distribution"  to  the  extent  all  distributions  to  an  individual  from  all  of  the  individual's 
qualified  employer  plans  and  IRAs  exceed  $150,000  during  a  calendar  year.   The  limit 
is  $750,000  for  a  lump  sum  distribution.    Excess  distributions  made  after  death  are 
subject  to  an  additional  estate  tax  of  15%.    Other  njles  also  protect  against  excessive 
benefits. 
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Because  other  provisions  of  the  Code  go  far  toward  ensuring  that  an  individual  cannot 
accrue  excessive  retirement  benefits  on  a  tax-favored  basis,  the  extreme  complexity 
of  the  combined  plan  limit  is  not  justified. 

Description:   The  combined  plan  limit  (Code  section  415(e))  would  be  repealed. 
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16.      Simplify  Contributions  and  Benefits  Limits  for  Governmental  Plans  and 
Multiemployer  Plans 

Action:   Exempt  governmental  plans  and  multiemployer  plans  from  certain  limitations 
on  benefits  and  contributions. 

Background:  Annual  additions  to  a  defined  contribution  plan  for  any  participant  are 
limited  to  the  lesser  of  $30,000  (for  1995)  or  25%  of  compensation.   Annual  benefits 
payable  under  a  defined  benefit  plan  are  limited  to  the  lesser  of  $120,000  (for  1995)  or 
100%  of  "three-year-high  average  compensation."    If  benefits  under  a  defined  benefit 
plan  begin  before  social  security  retirement  age,  the  dollar  limit  must  be  reduced. 
Reductions  in  the  dollar  or  percentage  limit  may  also  be  required  if  the  employee  has 
fewer  than  1 0  years  of  plan  participation  or  service.   Certain  special  rules  apply  to 
governmental  plans. 

These  qualified  plan  limitations  are  uniquely  burdensome  for  governmental  plans, 
which  have  long-established  benefits  structures  and  practices  that  may  conflict  with 
the  limitations.   In  addition,  some  state  constitutions  may  prohibit  the  changes  needed 
to  conform  the  plans  to  these  limitations. 

These  limitations  also  present  problems  for  many  multiemployer  plans.  These  plans 
typically  base  benefits  on  years  of  credited  service,  not  on  a  participant's 
compensation.    In  addition,  the  100%-of-compensation  limit  is  based  on  an 
employee's  average  compensation  for  the  three  highest  consecutive  years.  This  rule 
often  produces  an  artificially  low  limit  for  employees  in  certain  industries,  such  as 
building  and  construction,  where  wages  vary  significantly  from  year  to  year. 

Description:  The  rules  for  govemmental  plans  and  multiemployer  plans  would  be 
modified  to  eliminate  the  100-percent-of-compensation  limit  (but  not  the  $120,000 
limit)  for  such  plans,  and  to  exempt  certain  survivor  and  disability  benefits  from  the 
adjustments  for  early  commencement  and  for  participation  and  service  of  less  than  10 
years.    In  addition,  certain  employee  salary  reduction  contributions  could  be  counted 
as  "compensation"  for  purposes  of  applying  the  limitations  on  benefits  and 
contributions.   To  the  extent  that  governmental  employers  have  previously  made 
elections  that  would  prevent  them  from  utilizing  these  simplification  provisions,  the 
proposal  would  allow  those  employers  to  revol<e  their  elections. 


Simplifying  Pensions  27 


170 


17.      Allow  Tax-exempt  Organizations  to  Provide  Excess  Benefit  Plans 

Action:  Exempt  "excess  benefit  plans"  from  the  restrictions  on  nonqualified  deferred 
compensation  provided  under  section  457  of  the  Code. 

Background:  The  amount  of  compensation  provided  to  an  employee  under  a 
nonqualified  deferred  compensation  arrangement  maintained  by  a  for-profit 
organization  generally  is  not  subject  to  any  limitation.    In  addition,  such  deferred 
compensation  is  not  taxable  to  the  employee  until  it  is  paid  or  otherwise  made 
available  to  the  employee  to  draw  upon  at  any  time. 

In  contrast,  with  few  exceptions,  section  457  of  the  Code  subjects  all  nonqualified 
deferred  compensation  arrangements  maintained  by  state  and  local  governments  and 
teix-exempt  organizations  to  special,  more  restrictive  rules.   First,  the  amount  deferred 
for  any  participant  under  such  arrangements  must  generally  be  limited  to  $7,500  per 
year.   Second,  if  this  dollar  limit  and  other  restrictions  are  not  satisfied,  the  deferred 
compensation  is  taxed  to  the  participant  in  the  first  taxable  year  in  which  the 
compensation  is  not  subject  to  a  substantial  risk  of  forfeiture,  even  If  the  compensation 
is  not  paid  or  otherwise  made  available  to  the  participant  until  a  later  date. 

An  "excess  benefit  plan"  is  a  nonqualified  deferred  compensation  plan  maintained  by 
an  employer  solely  for  the  purpose  of  providing  benefits  for  certain  employees  in 
excess  of  the  limitations  on  annual  contributions  and  benefits  imposed  by  section  415 
of  the  Code  (i.e.,  the  lesser  of  $30,000  or  25%  of  compensation  for  a  defined 
contribution  plan,  and  the  lesser  of  $120,000  or  100%  of  compensation  for  a  defined 
benefit  plan).   If  an  employee's  qualified  plan  contributions  or  benefits  exceed  these 
limits,  an  excess  benefit  plan  may  provide  the  excess  contributions  or  benefits  on  a 
nonqualified  basis.   Thus,  an  excess  benefit  plan  simply  provides  to  certain  employees 
—  those  whose  contribution^  or  benefits  are  reduced  by  the  limits  —  contributions  or 
benefits  that  are  already  provided  to  other  employees  under  a  qualified  plan. 
However,  even  though  there  is  no  opportunity  under  an  excess  benefit  plan  to  provide 
management  employees  with  disproportionately  higher  benefits  than  those  provided  to 
lower  paid  employees,  the  restrictions  of  section  457  still  apply  to  such  a  plan  if  it  is 
maintained  by  a  state  and  local  government  or  tax-exempt  organization.   These 
employers  are  therefore  at  a  distinct  disadvantage  in  attempting  to  provide  all 
employees  with  proportionate  contributions  or  benefits. 

Description:   The  proposal  would  exempt  excess  benefit  plans  of  state  and  local 
governments  and  tax-exempt  organizations  from  section  457.   The  exemption  would 
not  apply  to  an  excess  benefit  plan  that  also  provides  benefits  in  excess  of  other 
qualified  plan  limitations. 
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18.       Simplify  Deduction  Rules  for  Multiemployer  Plans 

Action:   Repeal  the  150%  limitation  on  deductible  contributions  for  multiemployer 
plans. 

Background:  An  employer's  annual  deduction  for  contributions  to  a  defined  benefit 
plan  is  generally  limited  to  the  amount  by  which  150%  of  the  plan's  current  liability  (or, 
if  less,  100%  of  the  plan's  accrued  liability)  exceeds  the  value  of  the  plan's  assets. 
The  150%-of-current-liability  limit  is  intended  to  limit  the  extent  to  which  an  employer 
can  deduct  contributions  for  liabilities  that  have  not  yet  accrued. 

However,  an  employer  has  little,  if  any,  incentive  to  make  "excess"  contributions  to  a 
multiemployer  plan.   The  amount  an  employer  contributes  to  a  multiemployer  plan  is 
fixed  by  the  collective  bargaining  agreement,  and  a  particular  employer's  contributions 
are  not  set  aside  to  pay  benefits  solely  to  the  employees  of  that  employer.   Moreover, 
no  reversions  are  permitted  from  multiemployer  plans. 

Description:  Because  the  150%  limit  on  deductible  contributions  needlessly 
complicates  the  deduction  rules  for  multiemployer  plans,  the  150%  limit  would  be 
eliminated  for  those  plans.   Therefore,  the  annual  deduction  for  contributions  to  a 
multiemployer  plan  would  be  limited  simply  to  the  amount  by  which  the  plan's  accrued 
liability  exceeds  the  value  of  the  plan's  assets. 
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Eliminate  and  Simplify  Rules  Governing  Distributions 

19.       Repeal  Rule  Requiring  Employer  Plans  to  Commence  Minimum 
Distributions  Before  Retirement 

Action:  Eliminate  the  requirement  that  distributions  from  a  qualified  employer  plan  to 
an  employee  (other  than  a  more-than-5%  owner)  who  continues  to  work  for  the 
employer  maintaining  the  plan  must  begin  at  age  70  1/2. 

Background:  Under  current  law,  an  employee  who  participates  in  a  qualified  employer 
retirement  plan  must  begin  taking  distributions  of  his  or  her  benefit  by  the  April  1 
following  the  year  in  which  he  or  she  reaches  age  70  1/2.  Generally,  the  so-called 
"minimum  distribution"  for  any  year  is  determined  by  dividing  the  employee's  account 
balance  or  accrued  benefit  by  the  employee's  life  expectancy  as  of  that  year.   If  the 
employee  is  still  working  and  accruing  new  benefits  at  age  70  1/2,  the  new  benefits 
must  be  taken  into  account  to  determine  the  minimum  amount  required  to  be 
distributed  for  the  same  year.   In  effect,  a  portion  of  each  year's  new  benefit  accrual  is 
required  to  be  distributed  in  the  same  year.  This  almost  simultaneous  pattern  of 
contributions  and  required  distributions  causes  considerable  complication  and 
confusion. 

Description:  The  requirement  to  distribute  benefits  before  retirement  would  be 
eliminated,  except  for  employees  who  own  more  than  5%  of  the  employer  that 
sponsors  the  plan.   Instead,  distributions  would  have  to  begin  by  the  April  1  following 
the  later  of  the  year  in  which  the  employee  reached  age  70  1/2  or  the  year  in  which 
the  employee  retired  from  service  with  the  employer  maintaining  the  plan.   If  payment 
of  an  employee's  benefits  were  delayed  past  age  70  1/2  pursuant  to  this  rule,  the 
benefits  ultimately  paid  at  retirement  would  have  to  be  actuarially  adjusted  to  take  into 
account  the  delay  in  payment.   Without  this  adjustment,  the  delay  in  payment  could 
cause  the  employee  to  "lose"  the  benefit  payments  that  would  otherwise  have  been 
paid  between  age  70  1/2  and  retirement. 

The  age  70  1/2  requirement  would  continue  to  apply  to  IRAs.   Because  an  IRA  is  not 
maintained  by  an  employer,  the  initial  payment  date  for  an  IRA  cannot  be  tied  to 
retirement  from  the  employer  maintaining  the  plan.    (Note:  Proposal  28  would  change 
the  age-70  1/2  rule  to  an  age- 70  rule.) 
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20.       Simplify  Taxation  of  Annuity  Distributions 

Action:  Replace  the  existing  multiple  and  complex  rules  for  calculating  the  taxable 
portion  of  an  annuity  payment  with  a  single,  simplified  method  that  is  currently  allowed 
as  an  alternative  method. 

Background:  If  an  employee  makes  after-tax  contributions  to  a  qualified  employer 
retirement  plan  or  IRA,  those  contributions  (i.e.,  the  employee's  "basis")  are  not  taxed 
upon  distribution.   When  the  plan  distributions  are  in  the  form  of  an  annuity,  a  portion 
of  each  payment  is  considered  nontaxable  basis.   This  nontaxable  portion  Is 
determined  by  multiplying  the  distribution  by  an  exclusion  ratio.  The  exclusion  ratio 
generally  is  the  employee's  total  after-tax  contributions  divided  by  the  total  expected 
payments  under  the  plan  over  the  term  of  the  annuity. 

The  determination  of  the  total  expected  payments,  which  is  based  on  the  type  of 
annuity  being  paid,  often  involves  complicated  calculations  that  are  difficult  for  the 
average  plan  participant.   Yet  the  burden  of  determining  the  exclusion  ratio  almost 
always  falls  on  the  individual  receiving  the  distribution. 

Because  of  the  difficulty  an  individual  may  face  in  calculating  the  exclusion  ratio,  and 
in  applying  other  special  tax  rules  that  may  be  applicable,  the  IRS  in  1988  provided  a 
simplified  alternative  method  for  determining  the  nontaxable  portion  of  an  annuity 
payment.   However,  this  alternative  has  effectively  added  to  the  existing  complexity 
because  taxpayers  feel  compelled  to  calculate  the  nontaxable  portion  of  their 
payments  under  every  possible  method  in  order  to  ensure  that  they  maximize  the 
nontaxable  portion. 

Description:  A  simplified  method  for  determining  the  nontaxable  portion  of  an  annuity 
payment,  similar  to  the  current  simplified  alternative,  would  become  the  required 
method.   Taxpayers  would  no  longer  be  compelled  to  do  calculations  under  multiple 
methods  in  order  to  determine  the  most  advantageous  approach. 

Under  the  simplified  method,  in  most  cases,  the  portion  of  an  annuity  payment  that 
would  be  nontaxable  is  generally  equal  to  the  employee's  total  after-tax  employee 
contributions,  divided  by  the  number  of  anticipated  payments  listed  in  a  table  (based 
on  the  employee's  age  as  of  the  annuity  starting  date). 
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IMPROVE  ADMINISTRATrON  OF  PROHIBITED  TRANSACTION  RULES 

21 .      Simplify  Prohibited  Transaction  Exemption  Procedures 

Action:  Develop  a  prohibited  transaction  class  exemption  that  would  allow  the  DOL  to 
expeditiously  process  exemption  requests  that  involve  prohibited  transactions 
substantially  similar  to  those  described  in  individual  exemption  previously  granted  to 
the  same  or  another  plan. 

Background:  A  "prohibited  transaction"  is  generally  any  transaction  between  a  plan 
and  a  person  who  is  considered  a  "party  in  interest"  or  "disqualified  person"  with 
respect  to  the  plan.   Unless  exempt  by  statute  or  by  an  "individual"  or  "class" 
exemption,  a  prohibited  transaction  may  trigger  an  excise  tax  under  the  Code,  and 
may  give  rise  to  civil  or  criminal  liability  under  ERISA.  The  DOL  generally  has 
authority  to  exempt  any  person  or  transaction,  or  class  of  persons  or  transactions, 
from  the  prohibited  transaction  rules  under  both  the  Internal  Revenue  Code  and 
ERISA. 

Under  the  statute,  an  exemption  may  not  be  granted  unless  the  DOL  finds  that  the 
exemption  is:  (1)  administratively  feasible,  (2)  in  the  interests  of  the  plan  and  of  its 
participants  and  beneficiaries,  and  (3)  protective  of  the  rights  of  participants  and 
beneficiaries  of  such  plan.   In  addition,  notice  of  a  proposed  exemption  must  be 
published  in  the  Federal  Register,  and  interested  parties  must  be  notified  of  the 
proposed  exemption  and  be  given  an  opportunity  to  comment  and  a  hearing  to 
present  their  views.    Under  these  mandatory  procedures,  it  can  take  up  to  two  years 
to  obtain  an  individual  exemption. 

Description:  A  class  exemption,  to  be  developed  by  the  DOL,  would  exempt  all 
transactions  that  the  DOL  determined  to  be  substantially  similar  to  previously  granted 
individual  exemptions.    For  transactions  within  its  scope,  the  class  exemption  would 
guarantee  a  DOL  response  within  45  days. 
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22.      Simplify  Prohibited  Transaction  Exemptions  for  Self-Directed  ERISA  Plans 

Action:  Simplify  the  prohibited  transaction  exemption  procedures  for  plans  with 
participant-directed  accounts  ("404(c)  plans"). 

Rackground.    ERISA  sets  forth  certain  fiduciary  responsibilities  that  apply  with  respect 
to  pension  plans.    For  this  purpose,  a  fiduciary  includes,  among  others,  any  person 
who  exercises  any  discretionary  control  respecting  the  management  or  disposition  of 
plan  assets.    However,  ERISA  section  404(c)  generally  provides  that,  if  a  plan 
participant  exercises  control  over  assets  in  his  or  her  account,  the  participant  will  not 
be  deemed  to  be  a  fiduciary  by  reason  of  the  exercise  of  such  control,  and  no  person 
who  is  otherwise  a  fiduciary  will  have  fiduciary  liability  as  a  result  of  the  participant's 
exercise  of  control.   Because  of  this  exemption,  a  participant's  direction  of  the 
investment  of  his  or  her  account  will  not  give  rise  to  a  prohibited  transaction  under 
ERISA.  Such  participant  direction  may,  however,  give  rise  to  a  prohibited  transaction 
under  the  Code. 

Reorganization  Plan  No.  4  of  1978  generally  provides  the  DOL  with  authority  to  grant 
exemptions  from  the  prohibited  transaction  provisions  of  both  ERISA  and  the  Code. 
However,  the  Reorganization  Plan  also  provides  that,  with  respect  to  transactions  that 
are  exempt  from  ERISA's  prohibited  transaction  provisions  pursuant  to  ERISA  section 
404(c),  the  Secretary  of  Treasury  has  the  authority  to  grant  exemptions  from  the 
prohibited  transaction  provisions  of  the  Code.  As  a  result,  if  a  404(c)  plan  wishes  to 
take  advantage  of  a  DOL  prohibited  transaction  class  exemption,  the  404(c)  plan  must 
apply  to  the  IRS  for  an  exemption  from  the  prohibited  transaction  provisions  of  the 
Code,  whereas  a  non-404(c)  plan  can  rely  on  the  DOL  class  exemption  with  respect 
to  both  the  ERISA  and  Code  prohibited  transaction  rules.  A  similar  issue  arises  with 
respect  to  individual  exemptions  as  well. 

The  DOL  has  developed  significant  prohibited  transaction  exemption  expertise  since 
the  effective  date  of  the  Reorganization  Plan.   Therefore,  in  the  vast  majority  of  cases, 
it  is  inefficient  and  needlessly  time-consuming  for  the  IRS  to  process  these  exemption 
requests. 

Description:   The  IRS  would  issue  a  class  exemption  that  would  provide  a  prohibited 
transaction  exemption  for  all  transactions  under  a  404(c)  plan  for  which  the  DOL  has 
granted  a  class  exemption,  unless  the  IRS  notified  the  DOL  otherwise  within  a 
prescribed  time  after  being  notified  that  the  DOL's  class  exemption  was  pending.   The 
IRS  class  exemption  would  also  provide  an  exemption  for  any  transaction  under  a 
404(c)  plan  for  which  the  DOL  has  granted  an  individual  exemption,  but  only  if  the  IRS 
explicitly  concurred  with  the  individual  exemption  within  a  prescribed  time. 
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STREAMLINE  PENSION  PLAN  REPORTING  AND  DISCLOSURE 

23.      Streamline  ERISA  Annual  Report  (Form  5500  Series) 

Action.   Streamline  the  Form  5500  Series  annual  reporting  requirements  for  employee 
benefit  plans,  and  pursue  methods  for  simplifying  and  expediting  the  receipt  and 
processing  of  Form  5500  information  and  data  through  the  use  of  advanced  computer 
technologies. 

Background:   Each  year,  over  750,000  pension  and  welfare  benefit  plans  are  required 
to  file  an  annual  return/report  (the  Form  5500  Series)  regarding  their  financial 
condition,  investments,  and  operations.   The  Form  5500  series  was  developed  by  the 
DOi^  PBGC,  and  IRS  (the  "Agencies")  to  enable  employers  and  plan  administrators  to 
satisfy  their  statutory  annual  reporting  obligations  under  Titles  I  and  II  of  ERISA  and 
the  Internal  Revenue  Code  by  filing  a  single  form.  The  Form  5500  Series  is  the 
primary  source  of  information  concerning  the  operation,  funding,  assets,  and 
investments  of  pension  and  other  employee  benefit  plans.  Accordingly,  the  Form 
5500  Series  is  not  only  an  important  enforcement  and  research  tool  for  the  Agencies, 
but  a  source  of  information  and  data  utilized  by  other  federal  agencies.  Congress,  and 
the  private  sector  in  assessing  employee  benefit,  tax,  and  economic  trends  and 
policies.   The  Form  5500  Series  is  currently  received  and  processed  by  the  IRS 
through  three  designated  IRS  Service  Centers. 

The  Agencies  recognize  that  compliance  with  Form  5500  Series  annua!  reporting 
requirements  is  a  lengthy  and  complex  process,  resulting  in  the  imposition  of 
approximately  35  million  burden  hours  on  the  universe  of  filers  annually.   The 
Agencies  also  recognize  that  the  receipt  and  processing  of  the  Form  5500  Series 
through  the  systems  established  for  the  receipt  and  processing  of  tax  returns  results  in 
compliance  and  processing  inefficiencies  and  delays.   Currently,  it  costs  the  Agencies 
approximately  $22  million  annually  to  receive  and  process  Form  5500  Series  reports. 
In  an  effort  to  both  reduce  reporting  burdens  and  facilitate  annual  reporting 
compliance,  the  Agencies  are  attempting  to  substantially  simplify  the  Form  5500 
Series.   The  Agencies  are  also  examining  ways  by  which  to  simplify  and  expedite  the 
receipt  and  processing  of  the  Form  5500  Series,  while  substantially  reducing  filer 
compliance  burdens  and  government  processing  costs,  through  the  use  of  an 
electronic  filing  system  and  government-provided  personal  computer  software. 

The  Agencies  believe  that  meaningful  burden  hour  and  cost  reductions  can  be 
achieved  only  through  an  integrated  implementation  of  changes  to  both  the  Form  5500 
Series  and  the  processing  system.   The  National  Performance  Review  (NPR) 
determined  that  manual  preparation  and  processing  of  the  Form  5500  Series  are 
time-consuming  and  costly  to  the  federal  government  and  filers  alike.   The  NPR 
concluded  that  an  automated  processing  system,  with  the  availability  of  personal 
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computer  software  for  the  preparation  and  filing  of  the  Form  5500  Series,  should 
reduce  filer  costs  of  preparing  forms  and  government  processing  costs,  while 
enhancing  the  government's  ability  to  protect  the  benefits  of  American  workers  as  a 
result  of  more  timely  and  accurate  information. 

Description:   The  current  Form  5500  Series  would  be  significantly  revised  to 
streamline  or  eliminate  certain  information  that  the  Agencies  determine  is  not  required 
to  discharge  their  statutory  responsibilities.    Following  development  of  a  revised  Form 
5500  Series,  the  Agencies  would  pursue  establishment  of  an  automated  filing  system 
for  receipt  and  processing  of  Form  5500  Series  information  and  data,  as  well  as 
computer  software  to  be  made  available  for  Form  5500  Series  filers. 
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24.       Provide  Uniform  Information  Reporting  Penalties 

Action:  Conform  the  penalties  for  failure  to  provide  information  reports  with  respect  to 
pension  payments  with  the  general  penalty  structure  for  failure  to  provide  information 
returns  under  the  Code. 

Background:  The  penalty  structure  for  failure  to  provide  information  reports  with 
respect  to  pension  payments  is  currently  separate  and  different  from  the  penalty 
structure  that  applies  to  information  reporting  in  other  areas.   The  penalty  for  failure  to 
file  a  Form  1099-R  is  currently  $25  per  day  per  return,  up  to  a  maximum  of  $15,000 
per  year  per  retum.   The  penalty  for  failure  to  file  Form  5498  is  currently  a  flat  $50  per 
return,  with  no  maximum,  regardless  of  the  number  of  retums. 

In  contrast,  the  penalty  for  failure  to  file  any  other  information  retum  is  generally  $50 
per  retum  up  to  $250,000  per  year,  with  lower  penalties  and  maximums  if  the  return  is 
filed  within  specified  times.    (The  penalty  is  $15  per  retum  filed  late  but  within  30  days 
and  $30  per  retum  filed  late  but  on  or  before  August  1 .)    Lower  maximums  also  apply 
to  persons  with  gross  receipts  of  no  more  than  $5  million.  The  penalty  for  failure  to 
furnish  a  payee  statement  is  $50  per  payee  statement  up  to  $1 00,000  per  year. 
Separate  penalties  apply  in  the  case  of  intentional  regard  of  the  requirement  to  furnish 
a  payee  statement. 

Description:   In  order  to  provide  uniformity,  the  penalties  for  failure  to  provide 
information  reports  with  respect  to  pension  payments  would  be  conformed  to  the 
general  penalty  structure.   Thus,  the  penalty  for  failure  to  file  Form  1099-R  would 
generally  be  reduced.  The  penalty  for  failure  to  file  Form  5498  would  generally  remain 
the  same  as  under  current  law,  but  would  no  longer  be  unlimited.   In  addition,  for  both 
Form  1099-R  and  Form  5498,  the  penalties  would  be  reduced  if  the  forms  were  filed 
late  but  within  specified  times.   Under  the  conformed  penalty  structure,  the  penalty  for 
failure  to  file  Form  1099-R  would  generally  be  reduced  for  any  retum  that  was  late  by 
more  than  two  days. 
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25.       Simplify  ERISA  Advance  Notice  of  Benefit  Reductions 

Action:   Issue  administrative  guidance  stating  tinat  the  statutory  15-day  advance  notice 
of  plan  amendments  significantly  reducing  the  rate  of  future  benefit  accrual  need  not 
be  given  to  any  person  who  will  be  unaffected  by  the  reduction. 

Background:   ERISA  (section  204(h))  provides  that  a  pension  plan  may  not  be 
amended  to  significantly  reduce  the  rate  of  future  benefit  accrual  unless  the  plan 
administrator  provides  a  written  notice  to  participants,  certain  persons  entitled  to  plan 
benefits  under  a  domestic  relations  court  order,  and  any  union  representing  plan 
participants.   The  notice  is  required  to  set  forth  the  plan  amendment  and  its  effective 
date,  and  must  be  provided  after  the  amendment  has  been  adopted  but  not  less  than 
15  days  before  its  effective  date.    Concerns  have  been  expressed  about  the  risk  that 
the  statute  might  be  interpreted  to  require  that  notice  of  an  amendment  affecting  only 
certain  employees  be  provided  to  all  participants,  including  retirees,  terminated  vested 
employees,  and  other  classes  of  participants  who  would  clearly  be  unaffected  by  the 
amendment  but  who  might  be  confused  or  inappropriately  alarmed  if  they  received  the 
notice. 

The  notice  requirement  originated  in  a  legislative  proposal  to  require  notice  of  a 
complete  cessation  of  benefit  accrual  ("freezing"  a  plan).   It  was  subsequently 
expanded  to  cover  significant  reductions  in  the  rate  of  accrual. 

A  pension  plan  termination  includes,  and  goes  beyond,  a  complete  cessation  of  benefit 
accruals.    ERISA  requires  an  employer  terminating  a  plan  covered  by  PBGC  insurance 
to  give  60-day  advance  notice  to  participants  of  the  employer's  intent  to  terminate.    In 
this  case,  the  additional  15-day  advance  notice  of  a  reduction  in  benefit  accruals  is 

redundant. 

Description:  Treasury/IRS  would  issue  administrative  guidance  making  clear  that  the 
ERISA  notice  is  not  required  to  be  given  to  any  individual  who  will  be  unaffected  by 
the  plan  amendment.   The  guidance  would  also  state  that  the  notice  is  not  required 
when  a  plan  covered  by  PBGC  insurance  issues  a  notice  of  intent  to  terminate  in 
accordance  with  ERISA's  plan  termination  requirements.    In  addition  to  addressing 
other  issues  relating  to  the  ERISA  notice,  the  guidance  would  clarify  that,  pursuant  to 
the  terms  of  the  statute,  the  notice  is  required  only  for  reductions  in  the  rate  of  benefit 
accrual. 
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26.       Streamline  the  ERISA  Summary  Plan  Description  Filing  Requirements 

Action:   Eliminate  the  requirement  that  all  summary  plan  descriptions  (SPDs)  be  filed 
with  the  DOL,  and  authorize  the  DOL  to  obtain  SPDs  from  plan  administrators  for 
purposes  of  responding  to  individual  requests  or  monitoring  compliance. 

Background:   Under  ERISA,  administrators  of  employee  pension  and  welfare  benefit 
plans  are  required  to  furnish  each  participant  and  beneficiary  with  an  SPD,  summaries 
of  material  modifications  to  the  SPD  (SMMs),  and,  at  specified  intervals,  an  updated 
SPD.   Filed  SPDs,  SMMs,  and  updated  SPDs  are  required  to  be  made  available  for 
public  disclosure.   These  requirements  are  administered  by  the  DOL's  Pension  and 
Welfare  Benefits  Administration  (PWBA).   The  SPD  is  intended  to  provide  participants 
and  beneficiaries  with  important  information  concerning  their  plan,  the  benefits 
provided  by  the  plan,  and  their  rights  and  obligations  under  the  plan.   The  primary 
purpose  of  having  SPDs  filed  with  the  DOL  is  to  have  them  available  for  participants 
and  beneficiaries  who  are  unable  or  reluctant  to  request  them  from  their  plan 
administrators.    However,  because  SMMs  are  not  required  to  be  filed  with  DOL  until 
21 0  days  after  the  end  of  the  plan  year,  there  is  little,  if  any,  certainty  that  the  SPD 
information  on  file  with  the  DOL  at  any  given  point  in  time  is  up-to-date. 

PWBA  annually  receives  approximately  250,000  SPD  and  SMM  filings.   Although 
PWBA's  cost  for  maintaining  a  filing,  storage,  and  retrieval  system  for  SPDs  is 
relatively  small,  approximately  $52,000  annually,  compliance  with  the  SPD  filing 
requirements  costs  plan  administrators  approximately  $2.5  million  annually,  with  the 
annual  imposition  of  an  estimated  150,000  burden  hours.   On  average,  PWBA 
receives  requests  annually  for  about  two  percent  of  the  filed  SPDs.   Many  of  the 
requests  for  SPDs  come  from  researchers  and  others  who  are  not  plan  participants 
and  beneficiaries.    While  there  is  some  limited  benefit  from  the  federal  govemment 
receiving  and  storing  SPDs,  the  costs  to  the  public  and  private  plan  administrators 
clearly  outweigh  the  benefits.   This  conclusion  is  consistent  with  the  findings  of  the 
National  Performance  Review. 

Description:  The  proposal  would  amend  ERISA  to  eliminate  the  requirement  that  all 
SPDs  be  filed  with  the  DOL,  and  would  authorize  the  DOL  to  obtain  SPDs  from  plan 
administrators  for  purposes  of  responding  to  individual  SPD  requests  or  monitoring 
compliance  with  the  SPD  requirements.    This  approach  would  substantially  reduce 
costs  and  burdens  for  public  and  private  plan  administrators,  while  preserving  the 
ability  of  the  DOL  to  assist  participants  who  are  unable  or  reluctant  to  request  SPDs 
from  their  plan  administrators. 
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PREVENT  LOSS  OF  BENEFITS 

27.       Expand  PBGC's  Missing  Participant  Program 

Action:  Extend  the  missing  participant  program  to  be  established  by  the  PBGC  to 
defined  benefit  plans  not  covered  by  the  PBGC  and  to  defined  contribution  plans. 

Background:  When  a  qualified  employer  retirement  plan  is  terminated,  there  may  be 
plan  participants  who  cannot  be  located  after  a  diligent  search.    If  the  plan  is  a  defined 
benefit  plan  covered  by  the  PBGC,  the  plan  administrator  must  generally  distribute 
plan  assets  by  purchasing  irrevocable  commitments  from  an  insurer  to  satisfy  all 
benefit  liabilities.   If  the  plan  is  a  defined  contribution  plan  or  other  plan  not  covered  by 
the  PBGC,  plan  assets  still  must  be  distributed  to  participants  before  the  plan  is 
considered  terminated. 

Because  of  the  problems  that  a  plan  administrator  may  face  under  these  rules  when 
plan  participants  cannot  be  located,  the  Retirement  Protection  Act  (RPA),  enacted  as 
part  of  the  General  Agreement  on  Tariffs  and  Trade  (GATT)  in  1994,  provided  special 
rules  for  the  payment  of  benefits  with  respect  to  missing  participants  under  a 
terminating  plan.  The  rules  require  the  plan  administrator  to  (1)  transfer  the  missing 
participant's  designated  benefit  to  the  PBGC  or  to  purchase  an  annuity  from  an  insurer 
to  satisfy  the  benefit  liability,  and  (2)  provide  the  PBGC  with  information  and 
certifications  with  respect  to  the  benefits  or  annuity  as  the  PBGC  may  specify.  These 
rules  will  be  effective  after  final  regulations  to  implement  them  are  adopted  by  the 
PBGC. 

As  currently  enacted,  these  RPA  rules  would  apply  only  to  defined  benefit  plans  that 
are  covered  by  PBGC.   Yet  other  defined  benefit  plans,  as  well  as  defined  contribution 
plans,  face  similar  problems  when  they  terminate. 

Description:  The  PBGC's  program  for  missing  participants  would  be  expanded  to 
defined  benefit  plans  (other  than  governmental  plans)  not  covered  by  the  PBGC  and 
to  defined  contribution  plans  (other  than  governmental  plans).   This  would  provide 
employers  with  a  uniform  method  of  dealing  with  missing  participants,  and  would 
provide  missing  participants  with  a  central  repository  location  for  locating  their  benefits 
once  a  plan  has  been  terminated. 
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OTHER  PROPOSALS 


28.       Miscellaneous  Simplification  Provisions 

•  Flimination  of  Half- Year  Requirements 

Background:   Distributions  from  qualified  plans  and  IRAs  prior  to  age  59  1/2  are 
subject  to  a  10%  penalty.   In  addition,  under  certain  plans  (such  as  401  (k) 
plans),  distributions  before  age  59  1/2  are  generally  prohibited.   Minimum 
distributions  from  IRAs  and  qualified  employer  plans  are  required  to  begin  upon 
attainment  of  age  70  1/2.    (Note:  Proposal  19  would  eliminate  the  requirement 
that  distributions  from  qualified  employer  plans  begin  by  age  70  1/2  for 
employees,  other  than  more-than-5%  owners,  who  have  not  yet  retired.) 

Description:  To  simplify  these  provisions,  all  references  to  age  59  1/2  would  be 
changed  to  age  59,  and  ail  references  to  age  70  1/2  would  be  changed  to  age 
70. 

•  Provide  Consistent  Treatment  for  Disabled  Employees 

Bacl<ground:  An  employer  may  elect  to  continue  making  deductible 
contributions  to  a  defined  contribution  plan  on  behalf  of  disabled  employees 
who  are  not  highly  compensated. 

Description:   In  order  to  simplify  the  rules  for  disabled  workers  and  to 
encourage  contributions  for  disabled  workers,  the  need  for  an  employer  to 
make  an  election  would  be  eliminated  and  plans  would  generally  be  allowed  to 
provide  for  contributions  for  disabled  highly  compensated  employees,  as  well  as 
for  disabled  nonhighly  compensated  employees. 

»  Eliminate  Unintended  Cost  of  Reversions  for  Government  Contractors 

Background:   If  a  pension  plan  terminates  and  "excess  assets"  revert  back  to 
the  employer,  that  reversion  is  subject  to  an  excise  tax  as  high  as  50%. 
However,  certain  government  contracting  regulations  require  that  a  portion  of 
any  reversion  from  a  plan  maintained  by  a  government  contractor  be  paid  to  the 
United  States.   The  portion  paid  to  the  United  States  is  nevertheless  subject  to 
the  reversion  excise  tax.    Because  the  excise  tax  was  intended  to  apply  only  to 
amounts  received  by  the  employer,  government  contractors  that  face  plan 
terminations  may  experience  unintended  and  unreasonably  high  costs. 
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Description:  Amounts  that  are  required  to  be  repaid  to  the  United  States  by 
reason  of  the  applicable  government  contracting  regulations  would  be  exempt 
from  the  reversion  excise  tax. 

Allow  IRS  to  Determine  Church  Plan  Status  Under  ERISA 

Background:  An  employer  retirement  plan  that  satisfies  the  definition  of  a 
"church  plan"  under  ERISA  is  generally  exempt  from  Title  I  of  ERISA.   An 
employer  retirement  plan  that  satisfies  a  very  similar  definition  of  a  "church 
plan"  under  the  Internal  Revenue  Code  is  exempt  from  certain  current  Code 
requirements,  such  as  current-law  minimum  coverage  and  vesting.   However, 
under  the  Code,  a  church  plan  can  make  an  election  to  be  subject  to  these 
requirements.   A  plan  that  makes  such  an  election  is  no  longer  exempt  from 
ERISA. 

As  a  result  of  these  rules,  a  plan  that  wishes  to  be  sure  of  its  status  as  a 
church  plan  must  currently  seek  both  a  private  letter  ruling  from  the  IRS  (which 
requires  a  user  fee)  and  an  advisory  opinion  from  the  DDL  The  DDL  begins  its 
review  only  after  the  plan  obtains  a  private  letter  ruling.   However,  despite  the 
similarity  of  the  ERISA  and  Code  definitions  of  "church  plan,"  there  is  room  for 
disagreement  between  the  DDL  and  the  IRS.   If  the  DDL  requires  a  church 
plan  to  be  modified  in  order  to  satisfy  the  ERISA  definition,  the  plan  may  be 
required  to  obtain  another  private  letter  ruling  (and  pay  another  user  fee) 
regarding  the  status  of  the  modified  plan. 

Under  current  law,  the  Code  election  that  results  in  ERISA  coverage  applies 
only  to  pension  plans;  it  does  not  apply  to  health  and  other  welfare  benefit 
plans.   A  church  employer  may,  therefore,  end  up  with  a  pension  plan  that  is 
subject  to  ERISA  and  a  welfare  benefit  plan  that  is  exempt  from  ERISA.   This 
may  create  confusion  among  employees  who  participate  in  both  plans.    In 
addition,  the  welfare  benefit  plan  is  subject  to  any  applicable  state  law,  while 
ERISA  preempts  the  application  of  state  law  to  a  pension  plan  that  elects 
ERISA  coverage. 

Description:   ERISA  would  no  longer  provide  a  separate  definition  of  "church 
plan."    Instead,  ERISA  would  provide  that  a  plan  that  satisfied  the  definition  of  a 
church  plan  contained  in  the  Code  would  be  exempt  from  ERISA.    In  addition, 
ERISA  would  be  amended  to  allow  a  church  plan  that  is  a  welfare  benefit  plan 
to  elect  ERISA  Title  I  coverage  after  providing  notice  to  the  DOL  in  accordance 
with  DOL  regulations,  but  only  if  the  employer  made  a  similar  election  for  its 
pension  plans.   The  DOL  would,  therefore,  reserve  the  right  to  deny  ERISA 
coverage  to  a  welfare  benefit  plan  where  appropriate. 
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Extend  Date  for  Adoption  of  Plan  Amendments 

Background:  Plan  amendments  that  are  made  to  reflect  amendments  to  the 
internal  Revenue  Code  must  generally  be  made  by  the  employer's  income  tax 
retum  due  date  for  the  employer's  taxable  year  in  which  the  change  in  the  law 
occurs. 

Description:   In  order  to  ensure  that  plan  sponsors  have  adequate  time  to 
amend  plan  documents  for  the  pension  simplification  provisions,  an  extended 
amendment  period  would  be  provided. 
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■    Addendum  to 
•  Attachment  A 

/  DEFINrnON  OF  LEASED  EMPLOYEE 

Current  Law 

Individuals  who  are  'leased  enqjloyees'  of  a  service  recipient  are  considered  to  be 
employees  of  that  recipient  for  all  qualified  retirement  plan  purposes.   A  "leased  employee* 
is  any  person  who  is  not  a  common-law  employee  of  the  recipient  and  who  provides  services 
to  the  recipients  if  (1)  the  services  are  provided  pursuant  to  an  agreement  between  the 
lec^ient  and  the  employer  of  the  service  provider,  (2)  the  person  has  performed  the  services 
for  the  recipient  on  a  substantially  full-time  basis  for  at  least  one  year,  and  (3)  the  services 
are  of  a  type  historically  performed,  in  the  business  field  of  the  recipient,  by  employees. 

Reasons  for  Change 

The  historically  performed  standard  produces  many  unintended  and  in^)propriate 
results.   For  example,  under  this  standard,  employees  and  partners  of  a  law  firm  could  be 
leased  employees  of  a  client  of  tiie  firm  if  they  woric  a  sufficient  number  of  hours  for  the 
client  and  it  is  not  unusual  for  employers  in  the  client's  business  to  have  in-house  counsel. 

Proposal 

The  'historically  performed*  test  would  be  replaced  by  a  test  that  considers  whether 
the  services  performed  for  the  recipient  are  performed  under  significant  direction  or  control 
by  the  recipient. 

This  provision  would  generally  be  effective  for  years  bej inning  after  December  31, 
1995.   The  provision  would  not  apply  to  relationships  that  have  been  previously  determined 
hv  :\r.  IRS  nilins  not  to  involve  leased  employees. 
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ATTACHMENT  B 

THE  NEST  -  A  SIMPLE  PLAN  FOR  SMALL  BUSINESS 
Current  Law 

Under  current  law,  an  individual  may  contribute  up  to  the  lesser  of  S2,000  or  the 
amount  of  the  individual's  compensation  (wages  and  self-employment  income)  to  an 
individual  retirement  arrangement  (IRA)'  each  year.    (The  dollar  limit  is  S2,2501f  the 
individual's  spouse  has  no  compensation.)  These  contributions  are  fully  deductible  only  if 
the  individual  (and  spouse,  if  any)  is  not  an  active  participant  in  an  employer-sponsored 
retirement  plan  or  has  adjusted  gross  income  (AGI)  no  greater  than  $40,000  for  a  married 
taxpayer  filing  a  joint  tax  return,  $25,000  for  a  single  taxpayer,  or  $0  for  a  married  taxpayer 
filing  a  separate  return.    Once  AGI  exceeds  these  thresholds,  the  deduction  begins  to  be 
phased  out,  so  that  the  allowable  deduction  is  zero  for  a  married  taxpayer  filing  a  joint 
return,  a  single  taxpayer,  and  a  married  taxpayer  filing  a  separate  return  once  AGI  reaches 
$50,000,  $35,000,  and  $10,000,  respectively.    To  the  extent  that  an  individual  is  not  eligible 
for  deductible  IRA  contributions,  he  or  she  may  make  nondeductible  IRA  contributions  (up  to 
the  contribution  limit). 

The  earnings  on  IRA  account  balances  are  not  included  in  income  until  they  are 
withdrawn.    Withdrawals  from  an  IRA  (other  than  withdrawals  of  nondeductible 
contributions)  are  includible  in  income,  and  must  begin  by  age  70  1/2.    Amounts  withdrawn 
before  age  59  1/2  are  generally  subject  to  an  additional  10%  tax.    The  additional  tax  does  not 
apply  to  distributions  upon  the  death  or  disability  of  the  taxpayer  or  withdrawals  in  the  form 
of  substantially  equal  periodic  payments  over  the  life  (or  life  expectancy)  of  the  IRA  owner 
or  over  the  joint  lives  (of  life  expectancies)  of  the  IRA  owner  and  his  or  her  beneficiary. 

Simplified  employee  pensions  (SEPs)  and,  for  employers  with  25  or  fewer  employees, 
salary  reduction  SEPs  (SARSEPs),  are  employer-sponsored  plans  under  which  employer 
coninbuuons  and,  in  the  case  of  SARSEPs,  employee-elected  salary  reduction  contributions 
are  made  lo  IRAs  established  by  employees.    An  employer  that  adopts  a  SEP  must  contribute 
10  the  SEP  for  every  employee  who  has  attained  age  21,  has  worked  for  the  employer  during 
at  least  three  of  the  immediately  preceding  five  years,  and  is  ;5aid  at  least  $400  (for  1995,  as 
adjusted  for  cost  of  living)  by  the  employer  for  the  year.    Thus,  for  example,  an  employer 
would  have  to  make  a  SEP  contribution  for  an  employee  who  worked  for  the  employer  one 
hour  per  year  in  the  preceding  three  years  and  worked  40  hours  (and  earned  $400)  in  the 
current  year,  if  the  employer  was  making  contributions  for  any  other  employee  for  the  year. 
SEPs  do  not  allow  employees  to  make  elective  contributions  through  salary  reduction. 


'  An  individual  retirement  arrangement  (IRA)  may  be  an  individual  retirement  account  or 
an  individual  retirement  annuity.    An  individual  retirement  account  must  generally  be  a  trust. 
However,  a  custodial  account  generally  is  treated  as  a  trust  if  the  custodian  is  a  bank  (or 
other  person  approved  by  the  IRS)  and  the  custodial  account  meets  all  of  the  requirements 
that  a  trust  must  meet. 


187 


SARSEPs  allow  employees  to  make  elective  contributions,  but  cannot  provide  for 
employer  matching  contributions.    SARSEPs  are  available  only  to  for-profit  employers  that 
had  25  or  fewer  employees  at  all  times  during  the  preceding  year.    In  addition,  special 
eligibility  and  nondiscrimination  rules  apply  to  SARSEPs.    If  at  least  50%  of  the  eligible 
employees  do  not  choose  to  make  elective  contributions  to  a  SARSEP  in  a  year,  then  no 
employee  can  make  elective  contributions.    An  employer  with  25  or  fewer  employees  may 
fall  below  the  50%  threshold  (and  out  of  SARSEP  eligibility)  from  year  to  year. 

SARSEPs  are  subject  to  the  top-heavy  rules.    A  SARSEP  is  considered  top-heavy  if 
the  aggregate  accounts  of  key  employees  in  the  plan  exceed  60%  of  the  aggregate  accounts  of 
all  employees  in  the  plan.   If  a  SARSEP  is  top-heavy  and  any  key  employee  of  the  employer 
makes  elective  contributions  of  at  least  3%  of  pay,  then  the  employer  must  make  minimum 
contributions  of  3  %  of  pay  for  all  non-key  employees  -  even  if  those  non-key  employees 
also  make  elective  contributions  of  3%  of  pay. 

Reasons  for  Change 

The  tax-favored  employer  retirement  plans  currently  available  under  the  Internal 
Revenue  Code  (the  "Code")  have  not  been  sufficiently  successful  in  attracting  small 
employers.    In  1993,  for  example,  only  24%  of  full-time  workers  in  private  firms  with  fewer 
than  100  employees  were  covered  by  employer  retirement  plans.    In  contrast,  73%  of  full- 
time  workers  in  firms  with  1,000  or  more  workers  were  covered. 

The  administrative  cost  and  complexity  associated  with  traditional  qualified  retirement 
plans  often  discourage  small  employers  from  sponsoring  these  plans.    For  employers  with 
few  employees,  the  cost  of  maintaining  the  plan  may  even  exceed  the  benefits  provided  to 
cmplovees.    As  a  result,  pension  coverage  of  employees  of  small  employers  is  significantly 
lower  than  the  pension  coverage  of  employees  of  larger  employers. 

SEPs  and  SARSEPs,  which  were  designed  for  small  employers,  are  perceived  by 
many  employers  as  overly  complicated  and  impractical.    The  nondiscrimination  and 
eligibility  rules  applicable  to  SARSEPs  make  it  difficult  for  an  eligible  employer  to  maintain 
a  SARSEP  on  an  ongoing  basis.    An  eligible  employer  cannot  encourage  employees  to  make 
elective  contributions  by  offering  to  match  employee  contributions  dollar-for-dollar  or 
otherwise.    The  inability  to  offer  matching  contributions  also  makes  it  difficult  for  the 
employer  to  satisfy  the  SARSEP  nondiscrimination  test.    Under  the  SARSEP 
nondiscrimination  test,  elective  contributions  for  any  highly  compensated  employee  are 
limited  to  125%  of  the  average  elective  contributions  for  all  nonhighly  compensated 
employees  for  the  year.    Thus,  highly  compensated  employees  are  limited  to  very  low  levels 
of  elective  contributions  unless  other  employees  make  significant  elective  contributions  — 
which  they  are  less  likely  to  make  without  the  incentive  of  a  matching  contribution. 
Concerns  have  also  been  raised  that,  where  SEPs  and  SARSEPs  are  used,  there  may  be 
significant  noncompliance  with  the  statutory  requirements. 
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Proposal 

The  proposal  would  provide  a  new,  simple  retirement  plan  for  employers  with  100  or 
fewer  employees.    The  new  plan  would  be  known  as  the  National  Employee  Savings  Trust, 
or  "NEST." 

The  NEST  would  operate  through  individual  IRA  accounts  for  employees,  and  would 
incorporate  design-based  nondiscrimination  safe  harbors  similar  to  those  the  Administration  is 
proposing  for  401(k)  plans.   By  eliminating  or  greatly  simplifying  many  of  the  rules  that 
apply  to  other  qualified  retirement  plans,  including  401(k)  plans,  the  NEST  would  remove 
the  key  obstacles  that  currently  deter  many  small  employers  from  setting  up  retirement  plans. 
The  current  SEP  and  SARSEP  rules  would  not  be  eliminated  or  modified,  but  would  remain 
in  place. 

Funding  Through  IRAs 

New  plan  would  use  IRAs  as  the  funding  vehicle:    All  employee  and  employer 
contributions  to  NESTs  would  be  made  to  IRAs,  and  the  IRA  rules  would  govern  except 
where  specified  otherwise. 

Initial  use  of  specific  financial  institution:   In  order  to  simplify  plan  administration  for 
employers,  an  employer  could,  without  fiduciary  exposure,  require  that  all  of  its  participating 
employees  use  a  designated  financial  institution's  IRAs  as  the  recipient  of  NEST 
contributions  ~  but  only  if  participants  were  notified  in  writing  that  the  contributions  could 
be  moved  (in  a  trustee-to-trustee  transfer)  without  penalty  to  another  IRA  at  any  time.   This 
notification  could  be  incorporated  into  the  annual  disclosure  to  employees  regarding  the 
NEST  (described  below)  or  could  be  provided  separately. 

Emplnxer  EliQihilirv 

100  employee  limit:    Any  employer,  including  a  tax-exempt  organization  or 
government,  would  be  eligible  to  make  a  NEST  program  available  to  its  employees  in  a 
given  year  if  the  employer  had  no  more  than  100  employees  in  the  prior  year.    For  this 
purpose,  employees  would  be  counted  only  if  they  had  at  least  S5,000  of  compensation  (as 
reported  on  Form  W-2)  from  the  employer.   The  "employer"  would  be  determined  on  a 
"controlled  group"  basis  (i.e.,  aggregating  80%  affiliates). 

Two-year  grace  period:    If  an  eligible  employer  established  a  NEST  program  and, 
subsequently,  the  number  of  employees  grew  to  exceed  100  (based  on  the  prior  year),  the 
employer  would  continue  to  be  eligible  for  the  current  and  subsequent  year.    After  that  two- 
year  "grace  period,"  the  employer  would  cease  to  be  eligible  unless  the  employee  count  again 
dropped  to  100  or  fewer  (based  on  the  prior  year). 
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For  example,  assume  Company  A  has  90  employees  in  Year  1,  95  employees  in  Year 
2,  101  employees  in  Year  3,  103  employees  in  Year  4,  102  employees  in  Year  5,  and  99 
employees  in  Year  6.    Company  A  would  be  eligible  to  make  a  NEST  program  available  to 
its  employees  in  Years  2  and  3,  based  on  having  had  no  more  than  100  employees  in  the 
prior  year,  and  in  Years  4  and  5,  based  on  the  rwo-year  grace  period.    Company  A  would 
lose  its  eligibility  for  Year  6  (because  it  had  more  than  100  employees  in  Year  5  and  was  no 
longer  in  the  grace  period  relating  to  Year  2),  but  would  be  eligible  again  for  Year  7  (based 
on  having  had  no  more  than  1(X)  employees  in  Year  6).    No  NEST  contributions  would  be 
permitted  for  a  year  in  which  the  employer  was  not  eligible. 

Acquisitions:  If  an  eligible  employer  ceased  to  meet  the  100-employee  test  because  it 
was  acquired  by  another  entity,  only  the  acquired  (previously  eligible)  entity  would  continue 
to  be  eligible  during  the  two-year  grace  period. 

Employee  Elisibilirv  to  Parricipare  and  Vesting 

Two-year  eligibility:   Each  employee  who  attained  age  21  and  completed  two 
consecutive  years  of  service  with  the  employer  would  be  eligible  to  participate.    A  "year  of 
service"  would  be  defined  as  a  calendar  year  during  which  an  employee's  W-2  compensation 
from  the  employer  was  at  least  $5,000.    An  employer  could  choose  to  allow  all  employees  to 
participate  earlier  than  upon  attainment  of  age  21  and  completion  of  two  years  of  service. 

Participating  employees  who  drop  below  the  $5.000  threshold  or  whose  employment 
terminates  mid-year:    Once  an  employee  became  eligible,  the  employee  would  be  entitled  to 
make  elective  contributions  and  receive  any  employer  matching  contributions  even  if,  during 
tiie  current  calendar  year,  the  employee's  W-2  compensation  from  the  employer  was  less 
tlian  S5.000.    However,  no  nonelective  employer  contributions  would  be  required  unless  the 
employee  had  at  least  $5,000  of  compensation  from  the  employer  for  the  calendar  year.    If 
an  employee  had  at  least  $5,000  of  compensation  for  the  year,  he  or  she  would  have  to 
receive  a  nonelective  employer  contribution  for  the  year  even  if  no  longer  employed  on  the 
last  day  of  the  year. 

100%  vesting:    AH  contributions  would  be  100%  vested  immediately. 

No  Nniuliscriminarion  Tesrin? 

Nondiscrimination  tests  not  applicable:    NESTs  would  not  be  subject  to: 

•  the  top-heavy  rules; 

•  the  nondiscrimination  rules  that  apply  to  elective  contributions  under  a  401(k)  plan 
(the  "ADP"  test); 

•  the  nondiscrimination  rules  that  apply  to  matching  contributions  (the  "AC?"  test);  or 
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•  the  nondiscrimination  rules  that  apply  to  SEPs  and  SARSEPs.    (Thus,  there  would  be 

no  50%  participation  requirement,  no  125%  test,  and  no  social  security  integration.) 

HCE  determinations  irrelevant:    Because  NESTs  would  not  be  subject  to  any 
nondiscrimination  tests,  an  employer  that  offers  a  NEST  would  not  be  required  to  determine 
which  employees  are  "highly  compensated  employees." 

Contriburions 

NESTs  would  receive  nonelective  employer  contributions  and,  depending  on  the 
option  selected  by  the  employer,  elective  contributions  and  employer  matching  contributions. 

Design-based  safe  harbors:    In  lieu  of  top-heavy  and  nondiscrimination  rules,  every 
NEST  would  be  required  to  satisfy  one  of  the  following  two  design-based  safe  harbors 
(generally  similar  to  the  Administration's  proposed  401(k)  safe  harbors): 

(1)  The  employer  makes  nonelective  contributions  of  at  least  3%  of  compensation^  for 
each  eligible  employee.   The  employer  may  choose  to  allow  employee  elective 
contributions  in  addition  to  the  employer  nonelective  contributions.   If  the  employer 
chose  to  allow  employee  elective  contributions,  the  employer  could  also  choose  to 
make  matching  contributions  ~  but  only  in  accordance  with  the  matching  contribution 
formula  described  in  (2),  below,  and  only  if  employees  were  provided  notice  of  the 
matching  contributions  as  part  of  the  annual  disclosure  described  below. 

(2)  The  employer  makes  nonelective  contributions  of  at  least  1  %  of  compensation  for 
each  eligible  employee  and  allows  employee  elective  contributions.   The  employer 
must  provide  a  100%  matching  contribution  on  the  employee's  elective  contributions 
up  to  3%  of  compensation  and  a  matching  contribution  of  at  least  50%  (and  no 
greater  than  100%)  on  the  next  2%  of  employees'  elective  contributions.   The 
employer  may  not  provide  any  other  matching  formula,  including  a  more  generous 
formula.    Although  this  safe  harbor  would  require  a  1  %  nonelective  employer 
contribution,  the  top-heavy  rules  would  not  apply,  as  noted  above.   This  means  that 
those  employers  that  otherwise  would  have  been  required  to  make  a  3%  top-heavy 
minimum  contribution  for  each  non-key  employee,  would  have  to  make  only  a  1% 


■  The  5150,000  compensation  limit  that  applies  for  purposes  of  the  deduction  and 
contribution  limits  for  qualified  plans,  SEPs,  and  SARSEPs  would  apply  for  purposes  of 
determining  safe  harbor  and  other  contributions.    However,  for  this  purpose,  a  simplified 
definition  of  compensation  would  apply  —  compensation  would  be  determined  before  elective 
contributions  were  subtracted  from  compensation.    Similarly,  the  definition  of 
"compensation"  would  be  simplified  for  a  self-employed  individual  participating  in  a  NEST 
by  not  subtracting  deductible  contributions  or  the  self-employment  tax  deduction. 
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nonelective  contribution.    In  addition,  all  employers  that  offer  a  NEST  would  be 
relieved  of  the  requirement  to  test  for  top-heavy  status. 

Employee  elective  contributions:   The  limit  on  employees'  annual  elective 
contributions  (i.e.,  salary  reduction  contributions)  to  a  NEST  (currently  $9,240  in  the  case  of 
elective  contributions  to  401(k)  plans)  would  be  $5,000.   The  limit  would  remain  at  $5,0{X) 
until  the  section  402(g)  limit  exceeded  $10,000;  then,  the  NEST  limit  would  be  indexed  to 
(and  remain  at)  one  half  of  the  section  402(g)  limit  for  each  year. 

Employer  matching  contributions:   The  limit  on  employer  matching  contributions 
depends  on  which  of  the  two  design-based  safe  harbors  the  employer  chooses  for  the  year. 
Under  the  first  safe  harbor,  the  "3%-nonelective-contributions  safe  harbor,"  no  employer 
matching  contributions  are  required,  but  they  are  permitted.   However,  if  the  employer 
selects  the  "matching  contribution  safe  harbor"  (the  second  safe  harbor),  employer  matching 
contributions  are  required.    All  employer  matching  contributions  are  limited  in  accordance 
with  the  matching  formula  describeid  above;  other  formulas  and  additional  matching 
contributions  are  not  permitted. 

Nonelective  employer  contributions:    A  NEST  could  provide  for  discretionary 
nonelective  employer  contributions  in  excess  of  the  safe  harbor  minimums  (1%  or  3%)  from 
year  to  year.    Any  such  nonelective  employer  contributions  in  excess  of  the  1  %  or  3  % 
minimums  would  have  to  be  an  equal  percentage  of  compensation  for  all  eligible  employees. 
Total  nonelective  contributions  (both  the  safe  harbor  minimums  and  discretionary 
contributions)  could  not  exceed  5%  of  compensation. 

Section  404  deduction  limit  not  applicable:  The  employer  would  be  permitted  to 
deduct  the  elective,  matching,  and  nonelective  contributions  described  above  (within  the 
limits  described)  without  regard  to  any  separate  percent-of-compensation  limitation  (i.e., 
there  would  be  no  limit  comparable  to  that  imposed  by  section  404(a)(3)). 

TimiiiQ  of  Conrrihiifions 

Quarterly  employer  contributions:    Employer  matching  contributions  would  be 
required  to  be  deposited  in  employees'  accounts  (IRAs)  no  less  frequently  than  quarterly. 
Employer  nonelective  contributions  would  also  be  required  to  be  deposited  no  less  frequently 
than  quarterly  —  but  only  for  employees  who  were  paid  at  least  $5,000  as  of  the  end  of  the 
quarter  (measured  from  January  1  of  that  year).    If  an  employee  did  not  reach  the  $5,000 
threshold  until  the  second,  third,  or  fourth  calendar  quarter,  the  employer  would  be  required, 
after  the  threshold  had  been  reached,  to  make  nonelective  contributions  for  both  the  current 
and  all  preceding  calendar  quarters  in  the  year.    Contributions  for  any  calendar  quarter 
would  be  required  to  be  deposited  within  45  days  after  the  end  of  that  quarter. 
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Distributions 

Two-vear  holding  period:   NEST  contributions  (and  attributable  earnings)  would  be 
subject  to  a  two-year  holding  period  beginning  on  the  date  of  contribution.^  This  two-year 
restriction  on  withdrawals  would  apply  whether  or  not  the  participant  had  incurred  a 
termination  of  employment. 

Otherwise,  distributions  from  NEST  IRAs  would  be  subject  to  the  same  rules  as 
distributions  from  IRAs  generally  (as  distinguished  from  401  (k)  or  other  qualified  plans)  - 
no  other  restrictions  would  be  imposed,  but  an  additional  10%  tax  would  apply  to 
distributions  before  age  59  1/2.    During  the  two-year  holding  period,  contributions  and 
earnings  could  be  rolled  over  to  another  IRA  -  but  the  original  two-year  holding  period 
would  continue  to  apply  to  the  rolled-over  amounts  in  the  recipient  IRA. 

Rollovers:    NESTs  could  originate  and  receive  transfers  from  other  IRAs  (whether 
NESTs,  SEPs,  SARSEPs,  or  other  IRAs).   NESTs  could  also  receive  rollovers  from 
qualified  plans.    All  movement  of  NEST  funds  to  other  IRAs,  whether  or  not  during  the  two- 
year  holding  period,  would  be  required  to  be  carried  out  in  the  form  of  a  trustee-to-trustee 
transfer.    Any  amounts  rolled  over  to  a  NEST  would  not  be  subject  to  the  two-year  holding 
period  unless  they  were  amounts  from  a  NEST  for  which  the  two-year  holding  period  had 
not  yet  elapsed. 

Miscellaneous 

Other  plans  maintained  by  the  emplover:    An  employer  that  maintains  a  NEST  could 
maintain  additional  tax -qualified  plans,  other  than  a  plan  that  allows  for  elective  contributions 
or  matching  contributions.    For  example,  if  the  employer  maintained  a  401  (k),  salary 
reduction  or  matching  403(b),  or  SARSEP  plan  and  wished  to  establish  a  NEST,  it  would 
have  to  freeze  (but  not  terminate)  the  401(k),  403(b),  or  SARSEP  plan.    However,  an 
employer  could  maintain  both  a  NEST  and  a  defined  benefit  plan. 

If  an  employer  did  maintain  another  plan,  compliance  of  the  NEST  with  the  NEST 
requirements  would  be  determined  without  regard  to  the  other  plan.   The  other  plan  would 
have  to  take  the  NEST  into  account  only  for  purposes  of  the  section  404  deduction  limits  and 
the  section  415  contribution  and  benefits  limitations.    The  top-heavy  rules  and 
nondiscrimination  rules,  for  example,  would  apply  to  the  other  plan  without  regard  to  the 
NEST;  the  NEST  would  not  affect  the  compliance  of  the  other  plan  with  these  rules. 

If  an  employee  who  participates  in  a  NEST  also  participates  in  a  separate  employer's 
401  (k),  403(b),  or  SARSEP  plan,  the  section  402(g)  elective  deferral  limit  for  that  employee 


'   For  purposes  of  this  rule,  a  contribution  made  on  any  date  within  a  calendar  year 
would  be  deemed  to  be  made  on  the  first  day  of  that  year. 


193 


would  be  coordinated.    Elective  contributions  to  the  NEST  would  have  to  be  taken  into 
account  in  determining  whether  the  $9,240  or  $9,500  limit  had  been  exceeded  under  the 
other  plan,  but  any  elective  contributions  made  to  the  other  plan  would  not  be  taken  into 
account  in  determining  whether  the  $5,000  NEST  limit  had  been  exceeded. 

Coordination  with  IRA  deduction  rules:    NESTs  would  be  treated  as  qualified  plans 
for  purposes  of  the  IRA  deduction  phase-out  rules.   Thus,  employees  who  participated  in  a 
NEST  and  had  AGI  in  excess  of  the  applicable  thresholds  would  be  phased  out  of  making 
deductible  IRA  contributions.   This  is  the  same  rule  that  currently  applies  to  SEPs  and 
SARSEPs. 

IRS  model  form:   The  IRS 'would  be  directed  to  issue  a  model  NEST  document,  but 
vendors  and  employers  would  have  the  option  of  using  their  own  documents. 

Reporting:    An  employer  maintaining  a  NEST  would  not  be  subject  to  any  reporting 
requirements  (e.g.,  Form  5500  filing).   However,  the  NEST  trustee  or  custodian  would  be 
required  to  report  NEST  contributions  on  Form  5498,  on  which  IRA  contributions  are 
reported. 

Disclosure:    Employees  would  be  required  to  be  notified  annually  in  writing  of  their 
nghts  under  the  plan,  including,  for  example,  the  right  to  a  matching  contribution. 
Similarly,  if  an  employer  wanted  to  switch  between  safe  harbor  formulas,  the  employer 
would  be  required  to  notify  eligible  employees  which  formula  would  be  used  for  a  year  no 
later  than  a  reasonable  time  before  the  employer  required  employees  to  make  their  elections 
for  the  year. 

Calendar  plan  vear:    The  calendar  year  would  be  the  plan  year  for  all  NESTs  and 
would  have  to  be  used  in  applying  all  NEST  contribution  limits,  eligibility,  and  other  NEST 

requirements. 

These  provisions  would  be  effective  for  years  beginning  after  December  31,  1996. 
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ATTACHMENT  C 
(EXTRACT) 


WRITTEN  STATEMENT  OF  LESLIE  B.  SAMUELS 

ASSISTANT  SECRETARY  (TAX  POLICY) 

DEPARTMENT  OF  THE  TREASURY 

BEFORE  THE 

HOUSE  COMMITTEE  ON  WAYS  AND  MEANS 


Mr.  Chairman  and  Members  of  the  Committee: 

I  am  pleased  to  siibmit  this  statement  presenting  the  views 
of  the  Administration  on  miscellaneous  revenue  issues  as 
described  in  the  July  10,  1995,  pamphlet  prepared  by  the  Joint 
Committee  on  Taxation'  ("JCT  Pamphlet") . 

The  Committee  has  before  it  over  250  proposals  representing 
substantive  changes  to  a  wide  range  of  tax  provisions.   Many  of 
these  proposals  deal  with  complex  provisions  of  the  law.   In  many 
cases,  the  proposals  raise  questions  whether  existing  law  should 
be  thoroughly  reviewed  and  subject  to  hearings,  considering, 
among  other  things  simplification  and  rationalization.   For 
instance.  Treasury  is  studying  the  treatment  of  financial 
instruments  and  entities  engaged  in  financial  services 
transactions  and  ways  to  modernize  their  regulatory  and  tax 
treatment.   Some  proposals  that  are  the  subject  of  these  hearings 
might  more  appropriately  be  considered  in  the  context  of  such  a 
modernization  effort. 

In  developing  our  positions  on  the  proposals  before  the 
Committee,  we  have  relied  on  a  number  of  tax  policy  principles. 
One  such  principle  is  tax  simplification.   Given  the  widespread 
interest  that  has  been  expressed  in  simplifying  the  tax  code,  we 
believe  that  in  evaluating  these  proposals,  great  weight  should 
be  given  to  the  extent  that  they  may  either  simplify  or 
complicate  the  tax  laws.   Many  taxpayers  have  complained  that  one 
of  the  greatest  sources  of  complexity  in  the  tax  laws  is  frequent 
change  in  the  law.   We  urge  the  Committee  in  considering  these 
miscellaneous  proposals  to  bear  in  mind  the  additional  complexity 
that  may  result  from  large  numbers  of  even  meritorious  changes  in 
the  tax  laws. 


'  Joint  Committee  on  Taxation,  Description  of  Miscellaneous 
Tax  Proposals  (JCS-19-95) ,  July  10,  1995. 
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The  Administration  strongly  supports  many  of  the 
simplification  provisions  contained  in  H.R.  3419,  as  it  passed 
the  House  in  the  103rd  Congress  and  as  proposed  to  be  modified  in 
the  JCT  Pamphlet.   The  Administration  has  recently  announced 
additional  tax  simplification  proposals. 

For  instance,  last  month  the  President  announced  a  pension 
simplification  package.   A  number  of  the  miscellaneous  tax 
proposals  included  in  these  hearings  are  the  same  as  or  similar 
to  items  in  the  Administration's  pension  simplification  proposal. 
We  believe  that  the  complexity  of  the  private  pension  system  has 
raised  the  compliance  and  administrative  costs  of  maintaining  a 
plan  to  a  level  that  discourages  certain  employers,  particularly 
small  employers,  from  providing  any  retirement  plan  for  their 
employees.   Accordingly,  one  of  the  principal  elements  of  the 
Administration's  proposed  pension  simplification  package  is  a 
new,  simple  retirement  plan  for  employers  with  100  or  fewer 
employees,  known  as  the  NEST  (or  National  Employee  Savings 
Trust) .   The  NEST  would  combine  the  most  attractive  features  of 
IRAs  and  401 (k)  plans,  and  would  not  be  subject  to  the  top-heavy 
rules  or  to  any  other  complex  nondiscrimination  rules.   We  look 
forward  to  working  with  Congress  on  a  bipartisan  basis  to  achieve 
this  and  other  pension  simplification  this  year. 

In  June,  President  Clinton  also  announced  proposals,  as  part 
of  the  Administration's  Reinvention  of  Government  II  (REGO  II) 
initiative,  to  simplify  the  tax  and  wage  reporting  system,  and  to 
expand  the  Internal  Revenue  Service's  partnership  program  with 
State  tax  authorities.   We  note  that  one  of  the  simplification 
proposals  in  H.R.  3419  would  permit  IRS  to  enter  into  cooperative 
agreements  with  State  tax  authorities.   The  Administration 
supports  this  provision  and  is  eager  to  work  with  the  Committee 
to  improve  it. 

In  addition  to  tax  simplification,  the  Administration  has 
relied  on  several  other  tax  principles  in  evaluating  the 
miscellaneous  proposals  that  are  before  the  Committee.   We  oppose 
"rifleshot"  measures  that  provide  special  tax  relief  to  a 
targeted  group  of  taxpayers.   We  generally  oppose  purely 
retroactive  provisions  that  seek  to  supplant  the  judicial 
process.   We  favor  equity  among  similarly  situated  taxpayers.   We 
insist  upon  the  administrability  of  each  provision.   Finally,  to 
the  extent  that  miscellaneous  tax  proposals  represent  tax 
expenditures,  the  relevant  cost  to  taxpayers,  and  whether  there 
are  proposed  revenue-raising  offsets,  are  important  factors  to  be 
considered. 

The  Administration's  view  with  respect  to  many  of  the 
proposals  under  consideration  today  assumes  that  appropriate 
revenue  measures  will  be  proposed.   Consequently,  even  for  tax 
proposals  that  are  meritorious,  they  must  be  offset  by  revenue- 
raising  provisions  that  are  compatible  with  the  principles  of 
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deficit  reduction.   Moreover,  even  if  appropriate  revenue-raising 
offsets  can  be  identified,  the  Administration  will  want  to  work 
with  the  committee  and  the  Congress  as  a  whole  to  spt  priorities 
for  the  use  of  those  revenues. 

The  remainder  of  this  statement  is  a  detailed  discussion  of 
the  Administration's  positions  on  the  miscellaneous  tax  proposals 
that  are  the  subject  of  the  hearing.   The  discussion  follows  the 
order  of  the  proposals  described  in  the  JCT  pamphlet. 
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AA.   PEACE  TAX  FUND 

1.    Establish  U.S.  Peace  Fund  to  Receive  Conscientious 

Objectors^  Income.  Estate,  or  Gift  Tax  Payments  To  Be  Used 
Only  for  WIC.  Head  Start.  U.S.  Institute  of  Peace,  and  Peace 
Corps 

Administration  Position.   Oppose.   The  proposal  would  provide  one 
category  of  individuals  with  more  direct  say  over  the  way  the 
government  spends  tax  dollars,  as  opposed  to  the  influence  all 
taxpayers  exert  through  the  normal  political  processes  and  the 
ballot  box.   In  this  regard,  it  is  similar  to  the  provision  in 
H.R.  1215  which  we  oppose  regarding  a  Public  Debt  Reduction  Trust 
Fund.   The  proposal  also  presents  significant  administrative 
problems. 

BB.   PENSIONS  AND  EMPLOYEE  BENEFITS 
A.    PENSIONS 

1.    Nondiscrimination  Rules 

(a) .  Repeal  Special  Nondiscrimination  Tests  for  Qualified  Cash  or 
Deferred  Arrangements 

Administration  Position.   Oppose.   We  oppose  the  repeal  of  the 
special  nondiscrimination  tests  for  qualified  cash  or  deferred 
arrangements  (known  as  the  ADP  test)  and  for  employer  matching 
contributions  and  employee  after-tax  contributions  (known  as  the 
ACP  test) .   These  tests  protect  nonhighly  compensated  employees 
under  a  401  (k)  or  401l(m)  arrangement  by  ensuring  that  they 
receive  reasonable  contributions  (as  a  percentage  of 
compensation)  compared  to  highly  compensated  employees.   However, 
the  ADP  and  ACP  tests,  including  the  related  correction 
procedures,  can  be  complicated  and  costly  to  administer.   The 
Administration's  pension  simplification  package  has  proposed  a 
simple  "safe  harbor"  alternative  that  allows  employers  to  avoid 
all  ADP  and  ACP  testing  but  that  also  protects  nonhighly 
compensated  employees.   These  design-based  safe  harbors  —  which 
would  apply  both  for  401 (k)  plans  and  for  the  Administration's 
proposed  simple  plan  for  small  employers,  the  NEST  (for  National 
Employee  Savings  Trust)  —  consist  mainly  of  employer  matching 
and  nonmatching  contributions  designed  to  increase  the  likelihood 
that  nonhighly  compensated  employees  will  have  meaningful 
contributions . 
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(b) .  Modify  Definition  of  Hiahlv  Compensated  Employee  to 
Eliminate  l-Officer  Rule 

Administration  Position.   Support.   H.R.  3419  defines  a  highly 
compensated  employee  (HCE)  as  any  employee  who  is  a  more-than-5 
percent  owner  of  the  employer  or  who  earns  more  than  $50,000 
($66,000  as  adjusted  in  1995  for  cost  of  liying) .   The  proposal 
would  eliminate  the  additional  rule  in  H.R.  3419  that,  if  no 
employee  is  an  HCE  under  this  definition,  then  the  highest-paid 
officer  is  treated  as  an  HCE.   In  its  pension  simplification 
package,  the  Administration  has  proposed  to  define  an  HCE  simply 
as  any  employee  who  is  a  more-than-5  percent  owner  or  who  earns 
more  than  $80,000  (effective  for  1996  and  indexed  for  future 
years) ,  without  a  highest-paid  officer  rule.   Consistent  with  our 
simplification  proposal,  we  support  the  proposed  deletion  of  the 
highest-paid  officer  rule.   We  also  belieye  that  raising  the 
dollar  threshold  to  $80,000,  as  under  the  Administration's 
proposal,  would  prevent  many  middle-income  taxpayers  from  being 
classified  as  HCEs  who  are  prohibited  from  receiving  better 
benefits  than  others. 

(c) .  Repeal  Top-Heavy  Rules 

Administration  Position.   Oppos*.   The  top-heavy  rules  provide 
rank-and-file  employees  with  important  protection  not  currently 
provided  by  any  other  Code  provision.   However,  the  top-heavy 
rules  may  require  complex  calculations  that  deter  small  employers 
from  adopting  qualified  plans.   To  address  this  problem,  as  well 
as  many  other  concerns  unique  to  small  business,  the 
Administration  has  proposed  a  new,  simple  plan  for  small 
employers  —  the  NEST.   The  NEST  would  be  exempt  from  the  top- 
heavy  requirements  (and  other  nondiscrimination  testing  rules) ; 
instead,  the  structure  of  the  NEST  itself  is  designed  to  promote 
meaningful  contributions  for  all  eligible  employees. 

(d) .  Modify  Leased  Employee  Rules 

Administration  Position.   Oppos*.   The  proposal  does  not  simplify 
or  clarify  the  leased  employee  rules;  it  adds  new  layers  that 
increase  complexity.   The  proposed  five-year  graded  vesting 
schedule  is  likely  to  result  in  reduced  benefits  for  rank-and- 
file  employees  who  remain  with  leasing  organizations  for  a 
relatively  short  time.   The  safe  harbor  alternative  would  permit 
service  recipients  and  qualified  leasing  organizations  to 
circumvent  the  existing  safe  harbor  limit  on  the  percentage  of 
leased  employees.   In  addition,  the  safe  harbor  would  require  a 
qualified  leasing  organization  to  register  with  the  IRS.   It  is 
not  clear  what  the  IRS's  responsibilities  would  be  under  this 
requirement.   If,  for  example,  registration  required  the  IRS  to 
evaluate  each  leasing  organization  that  applied  for  registration 
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and  conduct  a  periodic  review  of  the  registrants,  the  provision 
could  impose  significant  administrative  burdens. 

(e) .  Exempt  State  Judicial  Plans  From  Nondiscrimination 
Requirements 

Administration  Position.   Do  not  support.   Tax-qualified  plans  of 
governmental  employers  generally  are  deemed  to  satisfy  minimum 
participation,  nondiscrimination  and  coverage  requirements  until 
plan  years  beginning  on  or  after  January  1,  1999.   The  delayed 
effective  dates  allow  time  for  the  development  of  appropriate 
nondiscrimination  provisions  for  governmental  plans.   We  do  not 
believe  that  there  is  a  sufficient  tax  policy  justification  for 
providing  a  total  exemption  from  the  nondiscrimination  rules  for 
any  one  class  of  employees. 

(f ) .  Repeal  OBRA  1993  Provision  Limiting  Compensation  Taken  into 
Account  to  $150.000 

Administration  Position.   Oppos*.   The  OBRA  1993  reduction  in  the 
amount  of  compensation  that  may  be  taken  into  account  under  a 
qualified  plan  serves  to  reduce  the  extent  to  which  employers  can 
provide  tax-qualified  retirement  benefits  that  favor  the  highly 
compensated  employees.   Reversal  of  that  reduction  would  permit  a 
larger  share  of  the  employer's  tax-favored  contributions  to  be 
allocated  to  employees  who  can  better  afford  to  save  for  their 
own  retirement.   In  addition,  the  proposal  would  have  significant 
revenue  cost. 

(g) .  Repeal  for  Pilots  OBRA  1993  Provision  Limiting  Compensation 
Taken  into  Account  to  $150.000 

Administration  Position.   Oppos*.  " Eor  the  reasons  noted  above, 
we  oppose  the  repeal  of  the  OBRA  1993  reduction  in  the  amount  of 
compensation  that  may  be  taken  into  account  under  a  qualified 
plan.   Furthermore,  we  do  not  believe  there  is  a  legitimate  tax 
policy  reason  to  repeal  the  reduction  (and  thus  have  a  different 
compensation  definition)  for  one  class  of  employees. 

(h) .  Repeal  Minimum  Participation  Rule 

Administration  Position.   Support,  as  applied  to  defined 
contribution  plans.   As  applied  to  defined  benefit  plans,  the 
minimvun  participation  rule  prevents  significant  abuse.   It 
prevents  an  employer  from  establishing  individual  defined  benefit 
plans  for  highly  compensated  employees  in  order  to  provide  those 
employees  with  more  favorable  benefits  than  those  provided  to 
lower  paid  employees  under  a  separate  plan.   The  rule  also 
prevents  an  employer  from  favoring  one  small  group  of 
participants  over  another  in  other  ways  (for  example,  by  covering 
them  under  two  separate  defined  benefit  plans  and  funding  one 
plan  better  than  the  other) .   Accordingly,  we  oppose  the  repeal 
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of  the  minimum  participation  rule  for  defined  benefit  plans. 
However,  as  applied  to  defined  contribution  plans,  the  minimum 
participation  rule  adds  complexity  for  employers  without 
delivering  commensurate  benefits  to  the  system.   Thus,  consistent 
with  the  Administration's  pension  simplification  proposal,  we 
support  the  repeal  of  the  minimum  participation  requirement  for 
defined  contribution  plans. 

2 .    Distribution  Rules 

(a) .  Repeal  15-percent  Excise  Tax  on  Excess  Distributions 

Administration  Position.   Do  not  support.   Both  the  15  percent 
excess  distribution  penalty  and  the  section  415(e)  combined  plan 
limit  (which  applies  to  any  employee  who  participates  in  a 
qualified  defined  benefit  plan  and  a  qualified  defined 
contribution  plan  of  the  same  employer)  were  designed  to 
safeguard  against  an  individual  accruing  excessive  tax-favored 
retirement  benefits  under  multiple  plans.   There  is  considerable 
duplication  in  the  application  of  the  two  provisions.   Because 
the  415(e)  combined  limit  is  the  far  more  complicated  provision  - 
-  and  because  it,  unlike  the  15  percent  excise  tax,  applies  only 
to  the  plans  of  a  single  employer  —  we  believe,  consistent  with 
the  Administration's  simplification  proposal,  that  the  cause  of 
simplification  would  be  best  served  by  repealing  the  combined 
limit  rather  than  by  repealing  the  15  percent  penalty. 

(b) .  Provide  that  Pension  Distributions  are  Taxed  as  Capital 
Gains 

Administration  Position.   Oppos*.   Under  existing  law,  qualified 
plans  receive  very  favorable  tax  treatment.   Employees  are  not 
taxed  on  contributions  to  these  plans;  the  trusts  do  not  pay 
taxes  on  their  earnings;  and  employees  are  eligible  for  special 
tax  treatment  for  certain  types  of  distributions.   We  believe 
that  the  proposed  additional  tax  incentive  to  provide 
compensation  in  the  form  of  retirement  benefits  is  not  needed. 
In  addition,  the  proposal  would  lose  significant  revenue. 

(c) .  Reinstate  Ten-Year  Forward  Averaoing 

Administration  Position.   Oppos*.   Reinstating  ten-year  averaging 
for  lump  sum  distributions,  which  was  generally  repealed  by  the 
Tax  Refom  Act  of  1986,  would  do  nothing  to  simplify  the  taxation 
of  lump  sum  distributions,  and  would  lose  substantial  revenue. 
The  application  of  ten-year  averaging  often  involves  difficult 
definitional  determinations  and  complicated  calculations. 

(d) .  Permit  Penalty-Free  Withdrawals  for  Unemployed  Individuals 

Administration  Position.   Support  Administration's  varsion  of 
this  legislation.   The  Administration  supports  the  objective  of 
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allowing  unemployed  individuals  to  make  penalty-free  withdrawals 
from  IRAs,  as  included  in  the  Middle  Class  Bill  of  Rights,  H.R. 
980.   The  Administration  believes  that  this  change  should  be  part 
of  a  comprehensive  expansion  of  IRAs  for  middle-income  taxpayers, 
as  provided  in  H.R.  980.   In  addition,  this  change  should  be 
limited  to  individuals  facing  long-term  unemployment. 

3 .    Limits  on  Contributions  and  Benefits 

(a) .  Modification  of  Interest  and  Mortality  Rate  Provisions  of 
the  Retirement  Protection  Act 

Administration  Position.   Oppose.   The  change  in  the  interest 
rates  and  the  specification  of  the  mortality  table  that  may  be 
used  for  purposes  of  applying  the  section  415  limitations 
contained  in  the  Uruguay  Roxind  legislation  reestablished  the 
principle  that  a  plan  may  not  provide  a  benefit  in  the  form  of  a 
lump  sum  that  is  worth  more  than  the  equivalent  of  the  maximum 
single  life  annuity  that  would  be  permitted  at  the  same  age  under 
section  415.   The  effective  date  of  the  changes  need  not  be 
deferred,  because  the  Uruguay  Round  legislation  also  provided 
that  a  plan  may  protect  the  benefit  accrued  prior  to  the 
effective  date  of  the  new  provision. 

(b) .  Eliminate  Combined  Plan  Limit  for  Participants  in  Both  a 
Defined  Contribution  Plan  and  a  Defined  Benefit  Plan 

Administration  Position.   Support.   The  repeal  of  this  limit  has 
also  been  proposed  by  the  Administration.   The  combined  limit  is 
cumbersome,  requiring  information  concerning  a  plan  participant's 
entire  work  history,  and  is  commonly  determined  incorrectly.   The 
goal  of  the  combined  limit  —  to  safeguard  against  an  individual 
accruing  excessive  retirement  benefits  on  a  tax-favored  basis  — 
is  also  addressed  by  the  15  percent  excise  tax  on  excess 
distributions,  which  the  Administration's  proposal  would  retain. 

4 .    Employee  Stock  Ownership  Plans 

(a) .  Modify  Rules  Relating  to  Deferral  of  Gain  on  Certain  Sales 
of  Stock  to  an  ESOP  (section  1042  exchanges) 

Administration  Position.   Oppose.   We  do  not  believe  that  there 
is  sufficient  tax  policy  justification  for  this  expansion  of 
section  1042. 

(b) .  Permit  ESOP  to  be  Beneficiary  of  Charitable  Remainder  Trust 

Administration  Position.   Oppose.   We  do  not  believe  that  the 
current  charitable  estate  tax  deduction  for  charitable  remainder 
trusts  should  be  expanded  to  cover  ESOPs. 
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(c) .  Treatment  of  Certain  Securities  Transferred  to  an  ESOP  From 
Terminated  Defined  Benefit  Pension  Plan 

Administration  Position.  Oppose.  The  Treasury  historically  has 
not  favored  this  type  of  retroactive  provision  that  provides  tax 
benefits  to  a  narrow  class  of  taxpayers. 

(d) .  Permit  Payment  of  Estate  Tax  Liability  by  an  ESOP 

Administration  Position.   Oppose.   We  do  not  believe  that  there 
is  sufficient  tax  policy  justification  for  reinstating  this 
benefit,  which  Congress  repealed  in  1989. 

5.  Permit  Permanently  Disabled  Persons  tc  Contribute  to  Section 
401fk)  Plans 

Administration  Position.  Do  not  oppose.  To  encourage 
contributions  for  disabled  workers,  plans  should  be  allowed  to 
permit  disabled  former  employees,  highly  compensated  as  well  as 
nonhighly  compensated,  to  make  elective  contributions  to  401 (k) 
plans.  We  would  support  legislation  that  achieves  this  goal  if 
technical  issues  relating  to  the  implementation  of  the  proposal 
are  appropriately  resolved.  We  would  be  happy  to  work  with  the 
Committee  to  that  end. 

6.  Modify  Sanctions  for  Failure  to  Comply  with  Qualification 
Recmirements 

Administration  Position.   Oppose.   By  effectively  eliminating 
sanctions  in  all  but  the  most  egregious  cases,  the  proposal 
reduces  employers'  incentives  to  adopt  systems  and  procedures 
that  assure  operational  compliance  with  plan  qualification  rules. 
Unlike  the  current  IRS  administrative  programs,  the  proposal  is 
not  targeted  to  providing  incentives  for  voluntary  compliance, 
.such  as  implementation  of  plan  procedures  that  minimize  future 
errors.   As  a  consequence,  adoption  of  the  proposal  might  well 
have  an  adverse  effect  on  participants'  benefits  and  rights  and 
could  significantly  increase  the  need  for  IRS  examination  and 
enforcement  efforts.   As  current  administrative  programs  evolve. 
Treasury  and  the  IRS  will  continue  to  work  to  structure  systems 
that  reduce  plan  burdens  while  encouraging  voluntary  compliance. 

7.  Allow  Prenuptial  Waiver  of  Spousal  Annuity  Benefits 

Administration  Position.   Oppose.   The  proposal  could  undermine 
the  important  Federal  retirement  policy  of  protecting  a  spouse's 
rights,  by  permitting  waivers  to  be  made  many  years  before 
retirement  and  long  before  meaningful  information  might  be 
available  concerning  the  value  of  benefits  being  waived. 
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8.  Deny  Federal  Tax  Information  to  States  Imposing  a  Pension 
Source  Tax 

Administration  Position.   Oppose.   The  exchange  of  tax 
information  between  State  and  Federal  tax  authorities  for  tax 
administration  is  essential  to  the  orderly  collection  of  both 
State  and  Federal  tax  revenues.   Prohibiting  the  exchange  of  tax 
information  would  interfere  with  the  administration  and 
enforcement  of  Federal  tax  laws.   The  access  of  States  to  Federal 
tax  information  should  not  be  conditioned  on  compliance  with 
requirements  unrelated  to  the  needs  of  Federal  tax 
administration . 

9.  Unfunded  Deferred  Compensation  Plans  of  Tax-Exempt  and 
Governmental  Organizations 

(a) .  Exempt  Deferred  Compensation  Plans  for  Volunteer  Fire 
Fighters 

Administration  Position.   Oppose.   The  proposal  would  effectively 
allow  volunteer  fire  and  rescue  personnel  to  defer  up  to  100 
percent  of  their  compensation.   Other  employees  of  tax-exempt 
organizations  or  of  State  and  local  governments  are  generally 
limited  to  deferring  one  third  of  their  compensation  (or  $7,500 
if  less) .   There  is  no  tax  policy  reason  to  distinguish  employees 
who  perform  these  services  from  any  other  employees  of  tax-exempt 
or  governmental  employers. 

(b) .  Increase  Deferred  Compensation  Limit  for  Group  Medical 
Practices 

Administration  Position.   Support  a  .broader  proposal  that  would 
apply  to  all  tax-exempt  organizations  and  State  and  local 
governments.   There  is  no  tax  policy  reason  to  confer  special 
benefits  exclusively  on  such  a  narrow  class  of  taxpayers. 
However,  because  excess  benefit  plans  provide  certain  employees 
with  benefits  that  are  already  provided  to  other  employees  under 
a  qualified  plan,  we  believe  that  excess  benefit  plans  maintained 
by  all  tax-exempt  organizations  and  State  and  local  governments 
should  be  exempt  —  without  limit  —  from  the  restrictions  of 
section  457.   The  Administration's  pension  simplification 
proposal  provides  for  this  exemption. 

(c) .  Recmire  Individual  Ownership  of  Plan  Assets 

Administration  Position.   Oppose.   This  proposal  would,  by  its 
terms,  require  amounts  deferred  under  a  nonqualified  deferred 
compensation  plan  of  a  tax-exempt  organization  or  a  State  or 
local  government  to  be  funded  for  the  exclusive  benefit  of  plan 
participants.   However,  income  tax  on  these  amounts  would  be 
deferred  as  if  they  were  not  funded.   This  favorable  tax 
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treatment  of  participants  would  confer  on  a  category  of 
nonqualified  deferred  compensation  plans  significant  benefits 
that  are  specifically  reserved  under  the  current  statutory  scheme 
for  retirement  plans  that  meet  numerous  nondiscrimination  and 
other  qualification  requirements.   Section  457  plans  not  only  are 
allowed  to  discriminate  in  favor  of  highly  compensated  employees, 
but,  in  the  case  of  tax-exempt  organizations,  they  also  are 
generally  permitted  to  cover  only  a  select  group  of  management  or 
highly  compensated  employees  because  of  the  interaction  of  the 
Code  and  ERISA  requirements.   We  oppose  extending  significant 
benefits  of  qualified  retirement  plans  to  this  very  broad 
category  of  nonqualified  deferred  compensation  plans. 

10.  Provisions  Relating  to  Individual  Retirement  Arrangements 
("IRAs") 

(a) .  Permit  Tax-Free  Rollover  of  Certain  Severance  Payments 

Administration  Position.   Do  not  support.   We  do  not  believe  that 
it  is  generally  appropriate  to  expand  the  individual  retirement 
account  rollover  provisions  to  otherwise  taxable  severance 
payments  that  have  not  been  dedicated  to  retirement  savings  under 
a  tax-qualified  plan. 

(b) .  H.R.  682  (the  "Savings  and  Investment  Incentive  Act  of 
1995") 

Administration  Position.   Support  Administration's  version  of 
this  proposal.   The  Administration  supports  the  expansion  of 
IRAs,  but  believes  the  President's  IRA  proposal  in  H.R.  980 
provides  a  more  cost-effective  way  to  increase  net  national 
savings.   The  President's  proposal  expands  savings  incentives  to 
individuals  with  more  moderate  incomes,  who  are  now  doing  little 
saving.   We  also  believe  that  penalty-free  withdrawals  should  be 
made  available  to  pay  for  long-term  care  expenses  for  an 
incapacitated  parent,  as  proposed  by  the  President. 

11.  Treatment  of  Indian  Tribal  Governments  under  Section  403(b) 

Administration  Position.   Do  not  support.   The  Administration 
believes  it  would  be  more  appropriate  to  address  the  retirement 
saving  needs  of  tribal  government  employees  through  comprehensive 
pension  simplification  that  would  include  consideration  of  all 
tax-exempt  organizations.   Accordingly,  as  part  of  its  pension 
simplification  proposal,  the  Administration  has  proposed  allowing 
tax-exempt  organizations  and  Indian  tribal  governments  to  sponsor 
section  401 (k)  plans  in  the  future.   Also,  as  a  general  matter  of 
tax  policy,  the  Administration  does  not  favor  this  type  of 
retroactive  tax  relief. 
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12 .   Special  Rules  for  Church  Pension  Plans 

Administration  Position.   Oppose,  except  for  certain  technical 
changes.   As  a  general  matter,  the  Administration  opposes  the 
proposal  for  the  following  reasons: 

►  We  believe  that  the  proposed  exemption  from  the  trust  and 
nondiscrimination  requirements  for  most  qualified  church 
retirement  plans  and  section  403(b)  annuities  is  not 
justified  by  differences  in  church  organizational  structures 
or  polity,  or  other  unique  attributes  of  churches  or  church 
plans.   Church  employees  are  entitled  to  the  same  safeguards 
as  employees  of  other  organizations,  regardless  of  their 
employer's  internal  administration.   We  have  similar 
reservations  about  most  of  the  other  new  special  rules  for 
church  plans  in  the  proposal.   The  proposed  amnesty  included 
in  the  proposal  for  all  past  violations  of  sections  401(a) 
and  403(b)  and  the  retroactive  effective  dates  of  many  of 
the  proposals  are  contrary  to  our  general  policy  against 
retroactive  relief  from  prior  compliance  obligations. 

►  We  believe  that  the  current  statutory  approach  of  exempting 
church  plans  from  certain  provisions  that  are  difficult  to 
apply  or  inappropriate  in  the  church  plan  context  is  the 
right  approach  because  it  applies,  to  the  extent  possible, 
the  same  retirement  policy  for  all  employers  and  employees. 

►■    We  oppose  the  extension  of  the  special  rules  currently 

applicable  only  to  qualified  church-controlled  organizations 
(QCCOs)  to  all  church-controlled  or  affiliated  organizations 
(other  than  certain  hospitals  and  universities)  because  it 
is  inappropriate  to  provide  special  treatment  reserved 
generally  for  churches  to  organizations  that  function  more 
as  secular  charities  or  commercial  enterprises.   We  are, 
however,  sensitive  to  problems  that  exist  in  applying  the 
QCCO  definition.   We  are  also  concerned  about  the  problems 
that  exist  in  applying  the  generally  applicable  employer 
aggregation  rules  to  churches.   We  would  be  pleased  to  work 
with  the  Committee  to  develop  simplified  rules  to  address 
these  issues. 

We  do  not  oppose  certain  technical  changes  included  in  the 
proposal.   For  example,  the  clarification  of  the  ability  of  self- 
employed  ministers  to  participate  in  a  church  plan  may  facilitate 
the  application  of  certain  provisions  to  church  plans,  and  we 
would  like  to  work  with  the  Committee  to  develop  this  proposal 
more  fully.   In  addition,  we  note  that  the  proposal  to  modify  the 
age  7  0  1/2  required  beginning  date  for  distributions  is 
consistent  with  the  Administration's  proposal  to  generally 
eliminate  the  requirement  that  distributions  from  a  qualified 
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plan  must  begin  at  age  70  1/2  even  for  an  employee  who  continues 
to  work  for  the  employer  maintaining  the  plan. 

B.    EMPLOYEE  BENEFIT8 

1.  Tax  Treatment  of  Certain  Disability  Benefits  for  Police  and 
Fire  Fighters 

Administration  Position.   Do  not  support.   The  Treasury 
Department  generally  has  not  favored  this  type  of  targeted 
retroactive  tax  relief. 

2 .  Exclude  from  Income  Retirement  Benefits  that  an  Employee 
Elects  to  Use  to  Pui'chase  Employer-Provided  Accident  or 
Health  Care 

Administration  Position.   Opposa.   Enactment  of  the  proposed 
exclusion  from  income  would  create  an  entirely  new  mechanism  for 
prefunding  retiree  accident  and  health  benefits,  and  it  is  not 
clear  whether  any  nondiscrimination  or  vesting  rules  would  apply. 
The  proposal  may  result  in  significant  revenue  loss. 

3 .  Modify  Restrictions  on  Golden  Parachute  Payments 

Administration  Position.   Do  not  support.   We  do  not  support 
eliminating  the  75  percent  shareholder  approval  requirement  in 
cases  where  one  person  owns  more  than  50  percent  of  the  voting 
power  of  a  corporation.   The  super-majority  rule  serves  to 
promote  serious  shareholder  consideration  of  compensation  paid 
upon  changes  of  control. 

4 .  Employee  Housing  For  Certain  Medical  Research  Institutions 

Administration  Position.   Do  not  oppos*.   The  proposal  would 
eliminate  disparities  in  the  tax  treatment  of  employer-provided 
faculty  housing  for  schools  and  institutions  providing  similar 
medical  instruction  for  students. 


CC.   TAX-BXEKPT  BOMD8 

1.   Expansion  of  Arbitrage  Rebate  Exception  for  Certain  Bonds 

Administration  Position.   Do  not  support.   It  may  be  appropriate 
to  review  the  arbitrage  rebate  exceptions  as  part  of  the 
Administration's  effort  to  simplify  the  tax  law.   The  arbitrage 
rebate  rules  were  enacted  to  discourage  unnecessary  and  early 
issuance  of  tax-exempt  bonds  by  requiring  that  arbitrage  profits 
be  turned  over  to  the  federal  government.   However,  this  type  of 
proposal  should  be  considered  in  the  context  of  a  general  review 
of  these  rules  which  would  exempt  more  issues  rather  than  more 
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likely  would  not  result  in  additional  investments  in  savings 
bonds.   In  addition,  changing  the  prohibition  against  the  use  by 
private  parties  of  the  words  "United  States  Savings  Bonds"  in 
advertising  or  solicitations  would  inhibit  Treasury's  efforts  to 
stop  deceptive  advertising  and  solicitation  practices.   The 
Treasury  is  developing  guidelines  for  appropriate  and  acceptable 
uses  of  the  words  "United  States  Savings  Bonds"  by  private 
parties. 

II.   POSSIBLE  MODIFICATIONS  TO  SIMPLIFICATION  PROVISIONS 
CONTAINED  IN  H.R.  3419  (103RD  CONGRESS) 

1.   Provisions  R«latina  to  individuals 

(a) .  Permit  Payment  of  Taxes  by  Credit  Card 

Administration  Position.   Support.   Clarifying  that  the  fees  that 
may  be  imposed  for  using  a  credit  card  to  pay  federal  taxes  could 
not  be  borne  by  the  federal  government  would  improve  this 
provision. 

(b) .   Election  by  Parent  to  Claim  Unearned  Income  of  Certain 
Children  on  Parent's  Return 

Administration  Position.   Do  not  oppose  deletion.   Because  this 
provision  of  H.R.  3419  was  included  in  H.R.  1215,  as  passed  by 
the  House  of  Representatives,  the  Administration  does  not  oppose 
deleting  the  provision  from  this  tax  simplification  package. 

(c) .   Expanded  Access  to  Simplified  Income  Tax  Returns 

Administration  Position.   Support  deletion.   Section  116  of  H.R. 
3419  required  the  Commissioner  to  study  ways  to  expand  access  to 
simplified  individual  income  tax  returns,  including  permitting 
itemizers  to  use  Form  104 OA  and  removing  or  raising  the  taxable 
income  limitations  on  use  of  Form  1040A,  and  to  submit  a  report 
discussing  such  actions.   Since  the  Service  is  already  working  on 
such  a  study,  this  provision  is  unnecessary,  and  Treasury 
supports  deleting  this  proposal  from  the  simplification  package. 

2.   Pension  g<»pl  ■tfication 

(a) .  Tax-Exempt  Organizations  Eligible  under  Section  401 fk) 

Administration  Position.   Oppose.   This  proposal  would  impose  a 
restriction  on  tax-exempt  organizations  that  is  not  imposed  on 
for-profit  employers.   For-profit  employers  are  allowed  to 
provide  a  nonqualified  deferred  compensation  plan  in  addition  to 
a  broad-based  section  401 (k)  plan.   Restricting  the  ability  of 
tax-exempt  organizations  to  do  the  same  would  be  contrary  to  the 
spirit  of  the  basic  provision  (i.e.,  allowing  tax-exempt 


208 


organizations  to  maintain  401 (k)  plans),  which  is  to  put  for- 
profits  and  tax-exempt  organizations  on  an  equal  footing.   In 
addition,  the  section  457  dollar  limit  (generally  $7,500)  for  any 
individual  is  offset  dollar  for  dollar  by  elective  deferrals  made 
by  the  individual  to  a  401 (k)  plan.   Therefore,  the  benefits  that 
are  provided  under  a  4  57  plan  to  an  employee  who  also 
participates  in  a  401 (k)  plan  are  already  restricted. 

(b) .  Nondiscrimination  Rules  for  Qualified  Cash  or  Deferred 
Arrangements  and  Matching  Contributions 

Administration  Position.  We  support  the  Administration's  proposal 
to  provide  a  new  simpler  plan  for  small  employers  instead  of 
modifying  the  SARSEP  rules.  We  believe  that  one  of  the  reasons 
SARSEPs  have  not  been  more  widely  used  is  that  they  do  not  allow 
employers  to  match  employee  deferrals.   The  extension  of  the 
401 (k)  safe  harbors  to  SARSEPs  would  presumably  allow  matching 
contributions  to  be  used  under  a  SARSEP  as  an  incentive  to  induce 
employees  to  make  elective  contributions.   We  believe  that 
nondiscrimination  safe  harbors  (and  the  ability  to  have  matching 
contributions)  would  be  a  significant  improvement  to  SARSEPs. 
However,  under  the  proposal,  the  matching  contribution  safe 
harbor  would  not  appear  to  be  a  meaningful  option  for  the  many 
SARSEPs  that  are  top-heavy  and  therefore  required  to  provide  a  3 
percent  minimum  nonelective  employer  contribution  for  all  nonkey 
employees.   At  the  same  time,  if  no  employer  contribution  is 
required  for  employees  who  do  not  elect  to  make  salary  reduction 
contributions,  the  matching  contribution  safe  harbor  currently 
proposed  will  not  do  enough  to  promote  meaningful  contributions 
for  nonhighly  compensated  employees. 

Instead  of  simply  modifying  the  SARSEP  provisions,  the 
Administration  has  proposed  a  new, -simple  plan  for  small 
employers,  known  as  the  National  Employee  Savings  Trust,  or  NEST. 
The  NEST  provides  for  design-based  safe  harbors  that  are  almost 
identical  to  the  safe  harbors  proposed  in  H.R.  3419,  except  that 
the  NEST  safe  harbors  exempt  the  employer  from  the  top-heavy 
rules  while  also  providing  for  a  1  percent  nonelective  employer 
contribution  as  part  of  the  matching  contribution  safe  harbor. 

(c) .  Full-Funding  Limitation  of  Multiemployer  Plans 

Administration  Position.   Oppos*  delation.   H.R.  3419  proposed  to 
repeal  the  150  percent  limitation  on  deductible  contributions  for 
multiemployer  plans  and  to  allow  triennial  actuarial  valuations 
(rather  than  annual  j^aluations)  for  these  plans.   Consistent  with 
the  Administration's  pension  simplification  proposal,  we  oppose 
the  current  proposal  to  delete  these  provisions  from  H.R.  3419. 
The  150  percent  limit  is  intended  to  limit  the  extent  to  which  an 
employer  can  deduct  contributions  to  a  defined  benefit  plan  for 
liabilities  that  have  not  yet  accrued.   However,  an  employer  has 
little,  if  any,  incentive  to  make  "excess"  contributions  to  a 
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multiemployer  plan.   The  amoxont  an  employer  contributes  to  a 
multiemployer  plan  is  fixed  by  the  collective  bargaining 
agreement,  and  a  particular  employer's  contributions  are  not  set 
aside  to  pay  benefits  solely  to  the  employees  of  that  employer, 
without  the  150  percent  limit,  annual  actuarial  valuations  are 
unnecessary  and  overly  burdensome.   Therefore,  we  believe  that 
triennial  valuations  should  be  allowed  for  multiemployer  plans  if 
the  150  percent  limit  is  repealed. 

(d) .  Alternative  Full-Fundino  Limitation 

Administration  Position.   Support  deletion.   While  we  recognize 
that  the  OBRA  1987  full  funding  limitation  has  the  effect  of 
limiting  pension  plan  funding  for  plans  with  liability  that  is 
heavily  weighted  towards  younger  employees,  we  believe  that  a 
narrow  rule  eliminating  the  effect  of  the  OBRA  1987  change  for  a 
few  employers  is  inappropriate.   Fvirthermore ,  this  proposal 
requires  an  offsetting  adjustment  to  the  150  percent  full  funding 
limit  to  maintain  revenue  neutrality.   This  adjustment  will  be 
difficult  to  determine  on  an  annual  basis  and  will  subject  the 
employers  affected  by  the  adjustment  to  uncertainty. 

(e) .  Special  Rules  for  Plans  Covering  Pilots 

Administration  Position.   Support  deletion.   We  do  not  believe 
that  an  extension  of  the  current  exception  for  pilots  to 
nonunionized  pilots  is  warranted. 

(f) .  Treatment  of  Employer  Reversions  Required  by  Contract  to  be 
Paid  to  the  United  States 

Administration  Position.   Oppose  deletion.   The  excise  tax  is 
intended  to  apply  to  reversions  received  by  employers. 
Accordingly,  it  is  inappropriate  to  impose  the  excise  tax  on  the 
portion  of  a  reversion  that  must  be  paid  by  a  government 
contractor  to  the  United  States.   The  President's  pension 
simplification  proposal  includes  a  provision  excluding  these 
reversions  from  excise  tax. 

(g) .  Continuation  Health  Coverage  for  Employees  of  Failed 
Financial  Institutions 

Administration  Position.   Do  not  oppose  deletion.   The  primary 
motivation  for  including  this  provision  in  H.R.  3419  is  now  moot. 

(h) .  Clarify  Relationship  Between  Comiaunitv  Property  Rights  and 
Retirement  Benefits 

Administration  Position.   While  the  scope  of  the  provision  as 
described  is  unclear,  the  Administration  generally  supports 
clarification  of  the  relationship  between  community  property 
rights  and  retirement  benefits.   The  Administration  generally 
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supports,  with  technical  modifications,  the  proposal  (described 
in  the  June  16,  1993  Joint  Committee  on  Taxation  Description  of 
Miscellaneous  Tax  Proposals  (JCS-8-93)  at  71-72)  to  clarify  the 
availability  of  the  marital  deduction  where  the  non-participant 
spouse  in  a  community  property  State  predeceases  the  participant 
spouse. 

3.  Treatment  of  Large  Partnerships 

(a) .   Simplified  Flow  Through  for  Large  Partnerships 

Administration  Position.   Opposa  deletion.   The  Administration 
opposes  the  suggestion  of  deleting  the  provisions  that  would 
modify  the  tax  treatment  of  large  partnerships  and  reduce  the 
number  of  items  that  must  be  separately  reported  to  the  partners. 
The  Administration  would  be  happy  to  work  with  the  Committee  to 
devise  any  revisions  that  may  be  needed  to  provide  more 
simplified  flow  through  treatment  for  large  partnerships. 

(b) .   Simplified  Audit  Procedures  for  Large  Partnerships 

Administration  Position.   Opposa  delation.   The  Administration 
opposes  the  suggestion  of  deleting  the  provisions  providing 
simplified  audit  procedure  for  large  partnerships.   The  new  audit 
system  created  by  these  provisions  would  improve  the  IRS's 
ability  to  audit  large  partnerships  in  a  timely  and  efficient 
manner.   The  Administration  would  be  happy  to  work  with  the 
Committee  to  devise  any  revisions  that  may  be  needed  to  provide 
more  efficient  audit  procedures  for  large  partnerships. 

(c) .   Partnership  Returns  on  Magnetic  Media 

Administration  Position.   Support..  .The  Administration  supports 
requiring  magnetic  media  reporting  for  large  partnerships  and 
other  partnerships  with  more  than  250  partners.   The 
Administration  also  supports  the  provision  of  H.R.  3419  that 
would  provide  the  IRS  with  authority  to  require  magnetic  media 
reporting  for  large  partnerships.   Magnetic  media  reporting  would 
assist  the  IRS  in  auditing  large  partnerships  in  a  timely  and 
efficient  manner. 

4 .  Foreign  Provisions 

(a) .   Deferral  of  Tax  on  Income  Earned  through  Foreign 
Corporations  and  Exceptions  to  Deferral 

Administration  Position.   Support  foreign  siaplif ication  efforts. 

The  Administration  supports  meaningful  simplification  of  the 
foreign  provisions  of  the  Code  to  the  extent  permitted  by 
budgetary  constraints.   We  would  be  pleased  to  work  with  the 
Committee  to  further  develop  simplification  proposals. 
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(f|>  TRANS  FINANCIAL 


Dear  Madam  Chairman  and  Members  of  the  Committee: 


May  I  first  thank  the  committee  for  allowing  me  the  opportu- 
nity to  present  m/  comments  on  pension  bills  currently  be- 
fore Congress.   Comments  are  based  on  administrative,  com- 
pliance and  plan  design  experience  in  the  employee  benefit 
field,  particularly  with  regard  to  the  iitpact  reform  and 
simplification  would  have  on  small  business. 

As  Manager  of  a  regional  bank's  en^loyee  benefit  trust  ac- 
counts, I  am  responsible  for  retirement  plans  for  small  to 
medi\jm  sized  businesses,  the  majority  of  which  are  located 
in  the  states  of  Kentucky  and  Tennessee.  Numerous  such 
businesses  utilize  the  bank's  trust  department  to  provide 
trustee,  custodial,  administrative  and  recordkeeping  serv- 
ices. Over  the  past  fifteen  years  I  have  had  extensive  expe- 
rience with  plan  compliance  and  administration  in  other 
states. 

The  corr^slex,  costly  and  awkward  burdens  placed  on  businesses 
wishing  to  offer  retirement  plans  for  the  benefit  of  their 
employees  frightens  and  discourages  many  businesses  from  im- 
plementing, and  in  some  cases,  maintaining  plans.   Clearly 
the  smaller  the  business,  the  more  disadvantageous  such  bur- 
dens become  and  the  more  expensive  administration  and  test- 
ing becomes  on  a  per  participant  basis.   I  support  the  fol- 
lowing proposals  in  an  effort  to  return  to  small  business 
the  incentives  and  benefits  of  sponsoring  retirement  plans 
originally  intended  to  provide  retirement  security  and  in- 
come for  their  employees. 


Trans  Financial  Bank 

P.O.  Box  eOOCI  /  Bowlino  Green.  KY  42102-9001  /  (502)  781-5000  /  Fax  (5C2)  843-1016 
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1.   KXPEAL  401  (k)  MnZ-CXBCRZKINATZON  TSBTIKQ: 

Continuation  of  any  form  of  anti-discrimination  testing  dis- 
couragas  one  of  the  inost  highly  beneficial  forms  of  retire- 
ment savings  programs.   Considering  the  graying  of  America 
and  the  need  for  supplemental  retirement  income,  it  behooves 
all  of  us  to  support  the  concept  of  401(k)  plans  with  ease 
and  cost-effective  administration.  While  I  support  regula- 
tion to  ensure  safety  from  investment  and  funding  abuses,  I 
also  recognize  the  increased  complexity  such  testing  re- 
quires of  401 (k)  plans  vs.  that  of  other  qualified  defined 
contribution  plans.   Costs  of  gathering  data  and  perfoming 
tests  of  this  nature  often  outweigh  benefits  offered  the 
American  workforce  in  providing  retirement  plans  in  the 
first  place.   For  example,  matching  and  pure  profit-sharing 
contributions  are  frequently  reduced  to  offset  added  ex- 
penses incurred  in  tasks  of  data-gathering  and  testing. 

If  such  a  repeal  is  not  enacted,  voluntary  safe-harbor  rules 
could  lessen  the  burden  and  complexity  to  an  acceptable  . 
level  if  such  rules  are  absent  conplicated,  layered  contri- 
bution formulas.   The  proposed  bills  seem  to  be  eorually  ef- 
fective in  accomplishing  safe  harbor  through  a  three  percent 
(3%)  qualified  nonelective  contribution  (QNEC) .  A  second 
approach  using  a  QNEC  and  an  added  contribution  in  the  form 
of  a  qualified  match  adds  another  layer  of  calculation  and 
allocation  without  significant  added  value  to  participants' 
ultimate  retirement  benefit.  The  Pryor-Hatch  bill  seems  the 
better  of  the  two  should  the  second  approach  be  included  in 
final  legislation. 

IN  SUMMARY,  SMALL  BUSINSSS  ffZLL  BEST  BB  SBRVSD  BY  TOTAL 
RSPSAL  OF  ANTI-DI6CRZMINATI0K  TXSTZHG. 


2.   SIMPLIFY  DSriKITlON  OF  HIGHLY  COMPSNSATZD  SKPLOYSB: 


Again,  should  AD?  tests  be  required,  limits  for  highly  com- 
pensated etr^loyees  based  on  the  'look  back  year'  vs.  the 
current  year  would  certainly  lessen  the  need  for  corrective 
measxires  as  limits  would  be  known  at  the  beginning  of  the 
plan  year.   While  H.R.  2037  provides  for  prior  year  status 
as  the  determination  year,  it  seems  preferable  for  small 
business  to  eliminate  the  5%  owner  definition  and  instead, 
to  include  only  those  whose  cos7)ensation  exceeds  $100,000, 
without  regard  to  owner  or  officer  status. 
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3.  $150,000    CONP8NSATION  LIMIT: 

Many  owner- eir?>loyees  have  invested  nearly  all  their  re-  I 

sources  in  the  business  and  have  greatly  sacrificad  to  build      ° 
a  successful  business.   To  further  restrict  theiti  by  placing 
such  a  limit  on  the  amount  of  compensation  eligible  for  re- 
tirement plan  contributions  seems  to  serve  little  purpose 
and  obviously  discourages  establishment  of  new  qualified 
plans  to  the  detriment  of  employees  of  those  small  busi- 
nesses.  Here  again,  i  believe  not  only  small  business  but 
also  the  American  workforce  is  being  hindered  by  a  regula- 
tion which  decreases  the  likelihood  retirement  plans  will  be 
established.  I  view  this  as  another  large  group  of  workers 
who  will  become  reliant  on  the  government  to  subsidize  their 
retirement  years  in  one  form  or  another,  and  I  sincerely 
doubt  this  is  in  the  best  interest  of  our  government,   tax- 
payers, or  those  who  are  living  out  their  retirement  years 
with  insufficient  income. 

♦ 

4.  RSPSAIi  Of  PAXILT  AOGRSQATZON  KULSSt 

"niese  rules  discriminate  xuifairly  against  those  families  who 
own  and  work  in  numerous  small  businesses.  Both  proposals 
seem  to  recognize  the  unjust  nature  of  the  Family  Aggrega- 
tion rules;   small  business  will  benefit  by  passage  of  ei- 
ther proposal. 

5.  HEPSAL  OP  401(a)a6  RDLB: 

Minimum  participation  rules  \19rm   originally  intended  to  pro- 
hibit single  participant  defined  benefit  plans.  Both  the 
Administration  or  Pryor-Hatch  bill  will  acconplish  the  in- 
tent by  making  minimum  participation  under  401  (a) 26  applica- 
ble only  to  defined  benefit  plans.   This  change  would 
greatly  benefit  the  small  business  community  while  keeping 
the  original  intent  of  the  law. 

6.  REPEAL  CODE  6BC.  415 (•}  IH  ITS  ENTIKZTTl 

It  appears  passage  of  any  pension  simplification  bill  as 
currently  proposed  would  repeal  this  exceedingly  burdensome 
rule,  as  calculation  of  the  limit  often  requires  maintaining 
information  for  a  participant's  entire  work  history.  This 
puts  an  undeniable  burden  on  all  businesses  but  particularly 
on  small  business  entities. 


215 


7.  SIKPLIFT   401 (a) 9   KINIUnM  OISTRZBOTZON  RULS8; 

Miniimjin  distribution  rules  as  currently  enacted  are  unneces- 
sarily complex  due  to  the  requirement  that  a  person  reaching 
age  70-1/2  must  begin  distribution  by  the  April  let  follow- 
ing the  year  in  which  he  or  attained  age  70-1/2,  •▼an  If 
that  person  ia  atlll  working.   It  would  greatly  simplify  the 
rule  to  delay  minimum  distributions  for  all  those  other  than 
St  owners  while  the  participant  remains  employed,  and  to 
amend  the  age  from  70-1/2  to  age  70.   Similarly  early  dis- 
tribution rules  could  apply  to  distributions  prior  to  at- 
taining age  59  vs.  59-1/2.  The  Administration  proposal  sat- 
isfies the  need  to  simplify  minimum  distribution  rules. 

8.  REPEAL  TOP  HEAVT  RDLSS: 

Top  heavy  rules  obviously  have  a  greater  impact  on  small  to 
medium  sized  businesses.   Substituting  a  NEST  for  smaller 
errqployers  does  not  equate  to  attracting  and  retaining  em- 
ployees by  establishing  qualified  plans  with  vest'ing  propor- 
tionate to  years  of  service.  Additionally,  top-heavy  plans 
are  restricted  by  other  limitations  with  regard  to  compensa- 
tion eligible  for  contribution  purposes,  etc.   There  seems 
to  be  no  need  to  burden  small  business  with  the  complex 
rules  contained  in  the  current  top  heavy  regulations. 

9.  ALLOW  C0NSZ6TEHT  OSADLXKES  FOR  ESTABLZ8HIKG  PLARBx 

Under  current  regulation.  Simplified  Snployee  Pension  plans 
have  \intil  the  due  date  of  the  eit^loyer's  tax  return,  in- 
cluding extensions,  to  adopt  the  plan.   Small  businesses 
would  benefit  by  having  the  equal  opportunity  to  establish  a 
more  traditional  plan  until  the  due  date  of  the  tax  return. 

10.  S8TABLISBKEKT  OF  A  'HBST'i 

I  fail  to  see  that  'NESTS'  are  particularly  attractive.  How- 
ever if  the  current  'SEP'  becomes  a  'NEST',  I  agree  with  the 
concept  of  mandatory  retention  of  contributions  for  two 
years.   SEP  participants  normally  treat  those  contributions 
as  though  they  were  bonuses  or  money  available  to  spend  as 
soon  as  the  money  is  deposited  to  the  IRA.  Wie  concept  of 
•retirement  savings'  is  typically  absent  in  a  SEP  arrange- 
ment. A  simplified,  less  burdensome  but  traditional  pension 
plan  concept  serves  the  purposes  of  small  business  retire- 
ment plans  much  more  effectively  than  does  a  glorified  IRA 
program. 
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8UKKAXT 


The  retirement  incomes  of  so  many  Americans  depend  on  the 
escablishmvuc  and  futxire  of  benefit  programs  offered  through 
employment,  funded  by  the  multitudes  of  small  business  em- 
ployers. Those  who  have  worked  with  small  businesses  in  the 
iit^lementatlon,  administration  and  in  some  cases,  temino- 
tion  of  retirement  plans  for  the  benefit  of  the  American 
workforce  can  attest  that  the  regulations  a,re  far  too  com- 
plicated for  the  average  small  business  (or  enployee)  to  iin- 
derstand.  Costs  resulting  from  the  regulatory  burdens  and 
complexities  are  and  will  continue  to  reduce  the  number  of 
new  and  existing  plans,  which  will  have  a  dramatic,  negative 
impact  on  the  pensions  and  future  finzmcial  security  of  in- 
dividuals working  to  provide  for  their  years  in  fetirement. 

Congress  has  aa  excellent  opportunity  yet  this  year  to  aake 
an  impact  on  the  future  of  pension  benefit  programs  by  sia- 
plifying  the  awkward,  cuabersome  and  costly  requirements.  I 
respectfully  urge  you  to  listen  to  yoor  eoavtltueats  and  to 
those  who  offer  their  assistanae  in  changing  the  system  vith 
the  intent  to  make  pensions  mora  accessible  on  a  reasonable, 
cost-effective  basis. 


8\ibaitted  by  Janice  Katthcws,  Manager,  En^loyee  Benefits 
Trans  Financial  Bank,  X.A. 


Trans  Financial  Bank,  V.A,  a  subsidiary  of  Trans  Fiaaaeial, 
Inc.,  offers  trust  serriees  predominately  in  Kentucky  and 
Texmessee.  The  trust  department  is  headquartered  in  Bovling 
Oreen,  Kentucky.  Ms.  Matthews  is  responsible  for  employee 
benefit  accounts  throughout  Trans  Financial's  fifty- five 
(55)  locations. 

/ 
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TESTIMONY  BEFORE  THE  HOUSE  OF  REPRESENTATIVES, 
COMMITTEE  ON  SMALL  BUSINESS,  CONCERNING  PENSION  REFORM 
AND  SIMPLIFICATION  FROM  THE  PERSPECTIVE  OF  SMALL  BUSINESS 

September  8,  1995 

My  name  is  Ron  MeroUi.  I  am  speaking  today  on  behalf  of  National  Life  Insurance  Company, 
where  I  am  the  Director  of  Pension  Legislative  and  Technical  Services  at  our  Home  Office  in 
Montpelier,  Vermont.  We  currently  provide  assistance  in  the  funding  and  administration  of 
thousands  of  qualified  retirement  programs,  primarily  for  small  businesses  of  25  workers  or  less. 

I  would  like  to  express  our  appreciation  to  the  members  of  the  Committee  for  inviting  us  to  hear 
our  views  and  those  of  the  other  speakers  on  the  technical  aspects  of  the  various  proposals  for 
pension  reform  and  simplification  as  they  pertain  to  small  business.  Our  company  has  been  deeply 
involved  in  assisting  small  businesses  in  fulfilling  their  retirement  objectives  for  the  past  fifty-six 
years.  Thus,  we  have  a  full  appreciation  of  the  difficulties  small  businesses  have  had  in  fulfilling 
those  objeaives.  They  have  had  to  wade  through  minefields  of  complex  laws  and  regulations  and 
the  incentive  for  establishing  retirement  plans  has  been  further  eroded  by  almost  annual  legislation. 

Also,  pension  plans  are  costly  for  small  businesses,  who  often  do  not  have  the  financial  resources 
to  hire  high  priced  consultants  to  design  their  plans.  The  reporting,  disclosure,  and  administrative 
requirements  imposed  by  federal  laws  and  regulations  are  extremely  complex,  which  translate  into 
increased  costs  which  may  be  too  high  for  many  small  employers. 
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In  short,  pension  law  has  become  so  complex  and  restrictive  that  the  constant  burden  of 
compliance  and  restrictions  on  contributions  and  benefits  in  order  to  meet  short  term  revenue 
objectives  has  discouraged  participation  by  many  small  businesses  in  the  private  pension  system.  It 
is  important  to  make  sure  that  the  small  business  owner's  funds  are  primarily  for  providing 
retirement  income  to  retirees. 

Therefore,  we  are  very  encouraged  that  there  now  exists  strong  bipartisan  support  in  Congress  for 
truly  meaningful  pension  simplification  and  reform  for  small  business.  Indeed,  President  Clinton's 
proposals;  H.R.  2037,  as  introduced  by  Congressman  Portman;  S.  1006,  sponsored  by  Senators 
Pryor,  Hatch  and  Leahy;  and  the  other  tax  proposals  currently  being  discussed  are  all 
improvements  over  the  current  system.  The  next  step  is  in  reviewing  the  proposals  with  an  eye 
toward  coming  up  with  the  best  legislation  possible  that  will  meet  the  retirement  plan  needs  for 
small  business.  With  that  in  mind,  the  following  represents  our  views  on  the  key  elements  of  the 
various  proposals  as  they  pertain  to  small  business. 

1.  Repeal  Family  Aggregation.  These  rules  require  spouses  and  children  under  age  19  who 
work  in  the  family  business  together  to  be  treated  as  one  person  for  certain  plan  purposes.  These 
rules  discriminate  unfairiy  against  family  businesses  and  there  is  no  justification  for  them.  All 
proposals  call  for  their  swift  repeal. 

2.  Highly  Compensated  Employees.  In  this  area,  the  simpler  is  the  better  for  small  business.  The 
simple  definition  contained  in  the  Clinton  proposal  (5%  owners  or  those  earning  over 
$80,000(indexed))  would  work  well,  except  it  may  make  sense  to  use  a  higher  threshold  figure 
(say,  $100,000). 
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3.  401(k)  Plan  Designed  Based  Safe  Harbors.  There  is  no  question  that  optional  safe  harbors 
are  an  easy  and  cost  effective  way  for  small  businesses  to  finally  embrace  these  programs.  The 
present  anti-discrimination  tests  and  other  complex  requirements  discourage  401(k)  plan  adoption 
by  small  businesses.  We  strongly  support  a  safe  harbor  where  one  option  is  based  strictly  on  a 
match  of  deferrals  and  the  other  which  provides  that  if  a  company  makes  a  3%  contribution  for  all 
non-highly  compensated  employees,  then  the  company  no  longer  has  to  pay  for  nor  keep  records 
on  the  present  complex  401(k)  non-discrimination  testing.  This  testing  scares  many  small 
businesses  and  discourages  plan  formation. 

What  would  really  be  best  for  small  business  is  to  repeal  the  non-discrimination  (ADP)  tests.  This 
test  makes  401(k)  plans  more  complex  than  regular  defined  contribution  plans,  yet  the  maximum 
deferral  is  only  $9,240  for  1995.  If  the  ADP  tests  are  not  repealed  and  plans  who  do  not  choose 
the  voluntary  safe  harbors  must  still  do  the  testing,  then  we  strongly  support  the  provision  that 
bases  the  current  year's  test  on  the  Average  Deferral  Percentage  of  the  non-highly  compensated 
for  the  prior  year  rather  than  the  current  year.  Finally,  some  sanity  can  truly  find  it's  way  into  the 
administration  of  the  ADP  test  for  small  plan  401(k)'s. 

4.  NEST,  SEP,  and  401(k).  We  have  examined  all  of  these  proposals  with  an  eye  toward 
determining  which  alternative  will  make  pension  plans  more  accessible  to  small  businesses.  Of 
course,  the  type  of  plan  design  that  is  most  appropriate  for  a  small  business  depends  in  large  part 
on  the  demographics,  budget,  and  other  factors  peculiar  to  the  business.  For  some  small 
businesses  none  of  the  above  alternatives  may  meet  their  objectives.  Indeed,  other  plan  designs, 
such  as  Defined  Benefit  plans  and  many  of  the  Defined  Contribution  alternatives  (Money 
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Purchase,  Profit  Sharing,  Age-Based,  Cross-Tested,  and  Target  Benefit)  may  be  the  most 
appropriate.  By  going  through  the  qualified  plan  system  the  plan  sponsor  can  be  sure  that  the 
contributions  made  will  be  retained  in  the  plan  due  to  vesting  and  the  other  ERISA  requirements. 

However,  many  other  small  businesses,  who  for  whatever  reason  choose  not  to  utilize  those 
alternatives,  have  been  forced  to  look  at  either  401(k)'s  or  SEPs,  and  for  different  reasons  they 
have  heretofore  not  embraced  these  plan  designs.  For  the  reasons  already  described,  the  current 
version  of  the  401(k)  plan  has  been  too  complex  and  burdensome,  and  Simplified  Employee 
Pension  Plans  (SEPs)  have  not  accomplished  what  they  were  originally  intended  to  do,  expand 
pension  coverage  as  a  simpler  alternative  to  qualified  plans. 

With  SEPs,  employers  make  contributions  directly  into  individual  BRAs,  which  can  and  often  are 
withdrawn  almost  immediately  (since  all  contributions  are  1 00%  vested)  and  they  are  viewed  by 
employees  almost  like  a  bonus  plan  rather  than  for  their  retirement.  Also,  SEPs  do  not  appear  to 
be  desirable  as  a  vehicle  for  recruitment  and  retention  of  employees  for  a  small  business.  For  these 
reasons,  we  believe  that  a  liberalized  version  of  the  401(k)  plan  is  a  far  more  desirable  plan 
alternative  to  the  SEP. 

The  National  Employee  Savings  Trust  (NEST)  is  an  intriguing  proposal  that  would  definitely 
expand  pension  coverage  to  small  employers,  but  it  still  appears  that  liberalizing  401(k)  plans 
would  be  sufficient.  If  the  NEST  is  included,  there  should  be  stringent  limits  on  withdrawals  so 
the  funds  can  be  used  more  as  a  savings  vehicle,  the  $5,000  deferral  limit  should  be  indexed  for 
inflation,  group  and  individual  annuity  products  and  life  insurance  should  be  acceptable  funding 
vehicles,  and  NEST  should  not  be  subject  to  the  ERISA  reporting  and  disclosure  requirements 
that  limit  plan  formation  by  small  businesses  in  the  first  place! 


221 

5.  Top  Heavy  Requirements.  We  fully  support  the  complete  repeal  of  the  top  heavy  rules  (from 
the  Ways  and  Means  proposal),  where  special  minimum  vesting  and  contribution  requirements 
apply  to  mostly  small  business  plans.  At  a  minimum,  the  position  in  S.1006/H.R.2037  (that  the 
top  heavy  rules  do  not  apply  if  no  employee  earns  over  $80,000  in  the  prior  year)  is  an  acceptable 
fallback. 

The  Administration's  opposition  to  total  repeal  makes  no  sense.  They  prefer  eliminating  the  top 
heavy  rules  for  small  businesses  simply  by  using  the  NEST,  but  the  NEST  is  basically  a  new  type 
of  SEP  and  true  income  security  for  small  businesses  is  best  served  by  strengthening  qualified 
plans  and  liberalizing  the  40 1  (k)  requirements. 

6.  Eliminate  the  OBRA'87  Full  Funding  (150%)  Limit.  This  created  an  artificially  imposed 
limit  for  short  term  revenue  considerations  that  depressed  the  funding  of  and  led  to  a  slew  of 
unnecessary  terminations  to  the  Defined  Benefit  plans  of  thousands  of  small  businesses.  This 
creates  problems  for  small  businesses  because  it  causes  wild  fluctuations  in  the  amount  that's 
allowed  to  be  contributed  to  the  plan.  This  is  a  prime  example  of  the  type  of  misguided  legislation 
that  hurt  small  businesses,  and  it's  repeal  should  be  a  given. 

7.  Change  the  GATT  Lump  Sum  Provisions.  Section  415  of  the  Internal  Revenue  Code  limits 
the  maximum  single  sum  benefit  allowed  to  be  paid  to  a  participant  in  a  Defined  Benefit  Plan.  The 
GATT  law  requires  that  lump  sum  payments  be  calculated  using  a  30  year  Treasury  rate  rather 
than  a  stated  interest  assumption  set  out  in  the  plan.  This  makes  life  very  difficult  for  small 
business  plans,  who  simply  can  not  fund  properly  for  a  moving  target.  When  combined  with 
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various  excise  taxes,  this  provision  is  a  real  hardship  for  small  plans.  The  lump  sum  distribution 
should  be  based  on  a  set  interest  factor  specified  in  the  plan. 

8.  Repeal  Internal  Revenue  Code  Section  401(a)(26)  For  All  Plans.  This  provision  is  a 
tremendous  burden  for  small  businesses.  There  is  no  reason  why  two  or  more  businesses  under 
common  control  can  only  have  individual  plans  if  they  cover  at  least  40%  of  the  total  employees 
of  the  employer,  given  all  the  other  coverage  and  nondiscrimination  rules  that  already  exist.  This 
provision  should  be  repealed  for  both  Defined  Contribution  and  Defined  Benefit  plans. 

9.  Start  Up  Tax  Credit  for  Establishing  Plans.  This  provision,  in  S  1006/H.R  2037,  which 
provides  for  an  up  to  $1,000  credit  for  start  up  costs  for  plan  establishment  in  businesses  with  50 
or  less  employees,  is  clearly  a  dynamic  incentive  for  small  businesses  to  establish  plans.  We  should 
allow  all  small  businesses  to  take  advantage,  and  not  make  exceptions  for  any.  We  need  to 
encourage  the  establishment  of  retirement  plans  by  all  small  businesses. 

10.  Minimum  Distribution  Rules.  We  feel  that  the  rules  requiring  that  distributions  commence 
by  April  1st  of  the  calendar  year  following  attainment  of  age  70  1/2  are  complicated  and 
unnecessary,  since  both  pensions  and  IRAs  are  subject  to  federal  estate  taxes.  They  should  be 
repealed  in  their  entirety,  or  at  least  they  should  be  simplified  to  reflect  the  proposals  in  both  the 
Administration's  and  the  Pryor/Portman  proposals. 

11.  Simplify  and  Expedite  the  Prohibited  Transaction  Process.  This  provision,  contained  in 
the  Administration's  proposal,  seeks  to  make  it  easier  for  small  businesses  to  apply  for  individual 
exemptions  to  the  prohibited  transactions  rules  without  having  to  hire  high  priced  consultants  and 
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attorneys  to  wade  through  a  maze  of  regulatory  and  bureaucratic  rules  The  exemption  process  is 
intended  for  all  plans  to  take  advantage  of,  but  it  has  only  been  used  by  those  who  have  the  wealth 
and  resources  to  navigate  it's  waters  If  a  small  business  owner  has  a  $50,000  piece  of  real 
property  that  he/she  wants  to  sell  to  the  plan  and  it  makes  good  sense,  he/she  should  also  be  able 
to  take  advantage  of  the  opportunity  to  file  for  an  exemption  in  a  simpler  and  more  expeditious 


12.  Allow  Qualined  Plans  To  Be  Established  The  Same  Time  As  SEPs.  Under  current  rules, 
qualified  plans  must  be  established  by  no  later  than  the  end  of  the  employer's  taxable  year,  and  the 
employer  has  until  the  time  the  business  tax  return  is  filed,  including  lawfully  granted  extensions, 
to  make  the  contribution  and  take  the  deduction.  However,  for  SEPs,  you  can  both  establish  your 
plan  and  take  the  deduction  by  the  time  the  business  tax  return  is  filed,  including  lawfijlly  granted 
extensions.  The  same  rule  should  also  apply  to  qualified  plans.  The  small  business  owner  may  not 
know  until  after  the  year  end  whether  a  plan  is  affordable  and  needed,  and  there  is  no  good  reason 
for  letting  SEP  establishment  be  easier  than  a  Qualified  Plan. 

13.  Regulatory  Treatment  of  Small  Employers.  According  to  the  Pryor/Portman  bills,  no  IRS 
regulation  may  take  effect  unless  the  needs  of  small  employers  are  included.  All  the  changes  of  the 
past  years  rarely  took  the  needs  of  small  employers  into  account,  and  all  the  regulatory  activity 
needs  to  also  focus  on  their  needs. 

14.  Repeal  the  Combined  Plan  Limit.  All  proposals  repeal  the  combined  plan  limits  of  Internal 
Revenue  Code  Section  415(e).  They  have  been  an  administrative  nightmare  for  small  employers 
and  we  strongly  support  their  repeal. 
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15.  Repeal  or  the  $150,000  Compensation  Limit.  This  provision  has  hurt  many  groups  of 
employees  and  is  perceived  as  a  disincentive  to  establishing  plans.  It  should  be  repealed. 

In  addition  to  the  aforementioned  provisions,  there  are  many  other  provisions  contained  in  the 
various  proposals  that  will  assist  in  the  establishment  of  retirement  plans  for  small  businesses,  as 
follows: 

a.  Create  simpler  IRS/DOL/PBGC  filing  requirements.  Streamlined  5500  reporting,  repealing  the 
Summary  Annual  Report,  providing  a  phase  in  for  small  employers  for  paying  PBGC  premiums, 
changing  the  annual  actuarial  valuation  requirement  to  a  biennial  format  with  a  few  exceptions, 
and  other  similar  changes  will  make  qualified  plans  attractive  for  small  businesses  and  greatly 
improve  plan  formation  without  having  to  create  new  vehicles.  We  have  what  we  need,  we  just 
need  to  make  it  better  and  we  will  see  new  plan  formation. 

b.  Make  the  reporting  penalties  for  pension  and  annuity  payments  the  same  as  for  other  types  of 
reportable  payments. 

c.  The  definition  of  Compensation  should  be  simplified  for  all  purposes  and  should  include 
employee  pre-tax  contributions. 

d.  Under  Internal  Revenue  Code  Section  401(1),  Covered  Compensation  tables  need  to  be 
changed  every  5  years  for  Defined  Benefit  Plans.  This  is  an  unnecessary  exercise  that  drives  up 
costs  for  small  business  plans,  and  it  should  be  repealed. 
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e.  The  rules  on  partial  terminations  should  be  repealed  for  all  plans.  Most  small  employers  do  not 
know  when  they  have  one  and  they  can  instantly  get  into  trouble. 

f.  The  excise  tax  on  non-deductible  contributions  should  not  be  applicable  to  contributions  made 
prior  to  the  plan  year  they  are  deductible.  This  discourages  small  plans  from  funding  them  before 
the  actual  deductible  contribution  is  due. 

These  and  other  provisions  in  the  proposals  will  go  a  long  way  toward  expanding  retirement  plans 
for  small  businesses.  We  believe  that  what  all  this  demonstrates  is  that  small  plan  formation  can  be 
best  served  by  simplifying  and  streamlining  the  requirements  for  Qualified  Plans  in  general  and  for 
the  401(k)  type  of  plan  in  particular.  SEPs  have  never  been  the  catalysts  for  small  business  plan 
formation  and  the  NEST,  while  showing  some  promise,  may  not  be  needed  if  the  changes  to 
401(k)  plans  are  accomplished  in  meeting  the  needs  of  small  businesses  who  may  not  have  the 
need  or  the  financial  resources  to  establish  regular  Qualified  Plans.  We  have  spent  many  years 
addressing  the  needs  of  small  employers,  and  we  feel  that  these  conclusions  are  inescapable. 

In  conclusion,  the  private  pension  system  offers  the  best  hope  for  providing  the  retirees  of 
America's  small  businesses  with  the  difference  between  the  floor  of  Social  Security  benefits  and 
the  amount  necessary  to  continue  their  pre-retirement  standard  of  living.  It  will  also  put  less  of  a 
strain  on  social  programs,  ease  the  tax  burdens  on  workers  who  pay  for  these  programs,  and 
benefit  the  growing  number  of  retirees.  A  substantial  number  of  workers  not  currently  covered  by 
a  pension  plan  work  for  small  employers  in  the  private  sector.  We  applaud  the  fact  that  Congress 
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has  finally  put  pension  policy  ahead  of  tax  policy,  and  we  are  confident  that  these  changes  will 
encourage  the  expansion  of  the  voluntary  pension  system  among  small  employers. 

I  very  much  appreciate  the  opportunity  to  deliver  my  Company's  views  to  the  committee  members 
here  today.  I  would  be  happy  to  respond  to  any  questions  you  may  have. 
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Statement 

For  the  Record 

National  Federation  of  Independent  Business  (NFIB) 

NFEB  is  the  nation's  largest  small  business  advocacy  organization,  representing  more  than 
600,000  small  and  independent  business  owners  nationvvide.  For  more  than  half  a  century,  NFEB 
has  served  the  needs  of  small  business  on  a  broad  spectrum  of  issues.  The  typical  NFIB  member 
employs  five  workers  and  reports  gross  sales  of  approximately  $250,000  per  year. 

Small  Business:  America's  Path  to  Jobs  and  Independence 

Evidence  continues  to  clearly  suggest  that  small  business  plays  a  unique  and  rather 
remarkable  role  as  a  job  creator  and  provider  of  personal  opportunity,  security  and  independence 
for  million  of  Americans.   Consider  the  following: 

Jobs.  Since  the  early  1970s,  small  firms  have  created  two  of  every  three  net  new  jobs 
Bin  this  country  (created  jobs  minus  lost  jobs).  A  substantial  majority  of  that  job  growth  came 
in  the  very  smallest  fixms  -  those  with  fewer  than  five  employees.  The  nation's  small  business 
job  machine  has  shown  a  capacity  to  produce  in  either  good  or  tough  times.  From  19$9  to  1991, 
a  period  of  minimal  economic  growth,  firms  with  fewer  than  20  employees  created  aU  net 
new  jobs  in  the  country.  Firms  of  all  other  sixes  lost  employment  during  that  period. 

Demographics.  Almost  all  businesses  are  small  businesses.  There  are  approximately  five 
million  employers  in  the  United  States.  About  99%  of  them  are  small  employers.  And  almost 
all  small  businesses  are  very  small  -  so-called  Mom-and-Pop,  Main  Street,  family  enterprises. 
More  dun  half  of  businesses  with  employees  employ  fewer  than  five  people.  Almost  90%  of 
employers  employ  fewer  than  20.  Small  business  as  a  whole  en:q)loys  more  than  half  of  the 
private  sector  workforce.  Most  small  firms  are  not  set  up  as  C  corps,  but  as  proprietorships, 
partnerships,  and  subchapter  S  corporations. 

Values.  Small  business  holds  out  to  our  citizens  great  hope.  Small  business  offers  a  road 
map  to  the  American  dream  that  allows  any  American  with  a  good  idea  and  talent  to  follow  it 
to  economic  freedom  and  security  by  starting  their  own  business  and  working  hard  to  make  it 
a  success. 

It  is  this  culture,  these  values,  that  primarily  drive  people  to  start  a  business  --  not  because 
they  have  money  or  want  to  make  a  lot  of  it  Tn  a  1991  NFIB  Education  Foundation  study 
entitled  New  Business  in  America,  new  business  owners  were  asked  why  they  went  into  business. 
Answers  such  as  "Use  my  skills,"  "Control  over  my  own  life,"  and  "Build  for  the  family"  were 
all  cited  twice  as  frequently  by  respondents  than  was  "Eam  Lots  of  Money."  And  having  money 
to  start  with  is  not  a  distinguishing  factor  in  wanting  or  being  able  to  start  a  business  and  pursue 
the  American  dieam.  More  than  half  of  all  businesses  begin  with  less  than  $20,000  in  capital. 
One  in  four  of /nc,  magazine's  500  fastest  growing  companies  in  1992  started  with  less  than 
$5,000. 

None  of  this  should  lead  you  to  believe  that  surviving  as  a  small  employer  is  easy.  To 
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the  contrary,  it  is  difficult  About  half  of  all  businesses  do  not  survive  the  first  five  years. 

There  are  numerous  reasons  why  businesses  fail.  One  of  them  is  government  — 
government  taxes,  government  red  tape,  government  regulations,  and  government  paperwoik. 
You  have  a  unique  challenge  and  opportunity  -  an  opportunity  to  free  small  business  owners  and 
entrepreneurs  firom  the  drag  of  government  so  they  can  do  what  they  do  best,  create  opportunity 
and  wealth  for  the  American  people. 

Small  Busiruss  and  Retiremtni  Plans 

NFIB  believes  that  simplification  of  the  regulations  and  reduction  in  the  costs  associated 
with  retiiement  plans  are  of  vital  importance  to  American  small  business. 

Employee  benefit  decisions  are  based  on  two  principles: 

—  What  can  the  business  afford,  and 
"  What  do  the  employees  want 

Small  firms,  as  a  group  offer,  employee  benefits  in  a  clearly  defined  sequence  and 
frequency.  Fust  offered  and  most  common  are  paid  vacations.  Next  comes  health  insurance, 
because  it  comes  with  its  own  list  of  problems  and  concerns.  Then  a  cluster  of  benefits  show 
up  togedier  -  paid  side  leave,  lifte  insurance  and  employee  discounts,  and  then  retirement  plans. 


The  point  is  single.  Employee  benefits  do  not  grow  on  trees,  just  like  the  money  to  pay 
for  them  does  not 

Since  small  firms  represent  the  majority  of  the  businesses  in  the  U.S.,  the  majority  of 
workers  without  pension  coverage  are  in  small  businesses.  Data  from  the  Small  Business 
Administration  (SBA)  reveals  that  approximately  85  percent  of  firms  in  this  country  do  not 
sponsor  retirement  plans.  The  SBA  also  reports  that  in  1990,  only  14.9  percent  of  firms  with 
fewer  than  SOO  enployees  had  a  retirement  plan. 

Few  small  businesses  are  currently  able  to  afford  pension  plans  for  their  eniployees.  In 
the  past  decade,  small  employers  have  repeatedly  stated  that  the  costs  and  regulations  effiliated 
widi  running  a  retirement  plan  have  detcored  them  from  starting  up  plans  and  caused  them  to 
terminate  existing  ones. 

Why  more  small  businesses  do  not  offer  pension  coverage 

1.  Cost  The  cost  of  starting  and  maintaining  a  pension  plan  is  the  primary  reason  small 
employers  give  for  not  having  one,  according  to  the  Small  Business  Employee  Benefits  survey 
taken  by  the  NFIB  Education  Foundation. 

The  administrative  and  start-up  costs  of  a  retirement  plan  are  disproportionately  higher 
for  small  businesses  than  for  large  corporations.     Set-up  costs  for  retiiement  plans  are 
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approximately  four  tiroes  higher  for  small  fums,  and  administrative  costs  are  three  times  higher 
for  small  firms  than  for  large  ones,  according  to  James  Bell  Associates. 

For  exan^le,  die  administrative  costs,  per-participant,  under  a  defined  contribution  plan 
(like  a  40l(k)  plan)  averages  $71  for  25  participants  and  $25  for  200  participants.  Small 
tTusinesses  are  rarely  profitable  enough  to  afford  these  son  of  costs  in  setdng  up  and  running  a 
pension  plan  under  current  law.  In  fact,  every  time  Congress  changes  our  pension  laws  -  which 
have  numbered  11  in  a  little  over  20  years  ~  additional  administrative  costs  to  bring  the  plans 
into  compliance  with  the  law  are  incurred. 

2.  Types  of  Employees.  Employee  turnover,  ages  and  whether  the  employees  are  full-  or  pan- 
time  dramatically  affea  a  small  employer's  decision  to  implement  a  retirement  plan. 

Small  employers  generally  cannot  afford  the  administrative  costs  of  implementing  and 
maintaining  a  retirement  plan  for  employees  who  will  not  stay  with  the  business  long  enough  to 
be  vested  Workers  in  small  firms  are  much  more  likely  to  have  higher  turnover  rates  than 
workers  in  large  firms:  27  percent  of  worker.'s  in  small  firms  move  every  year  compared  with 
only  15  percent  of  those  in  large  firms  (Berkeley  Planning  Associates,  1988).  Because  small 
businesses  have  such  high  numbers  of  new  employees  due  to  turnover,  the  employers  have  little 
incentive  to  offer  a  pension  plan  for  which  many  of  the  employees  are  ineligible. 

Small  businesses  also  onploy  a  disproportionately  large  number  of  older  workers,  who 
are  too  old  to  qualify,  or  younger  workers,  who  are  not  yet  interested  in  retiiemcDt  plans.  Small 
businesses  are  the  primary  employers  of  older  workers.  In  1988,  80  percent  of  workers  65  years 
old  and  over  were  employed  in  small  firms  with  fewer  than  500  workers.  Additionally,  many 
young,  low-wage  workers  would  prefer  to  have  a  higher  salary  than  to  set  aside  money  for 
retirement  Tf  a  small  business  owner  has  $2,000  a  year  that  can  be  used  either  to  start  a  pension 
plan  or  to  increase  salaries,  invariably  the  younger,  lower-paid  employees  of  that  business  prefer 
higher  pay  to  benefits  they  may  not  sec  for  40  years. 

Part-time  workers  (working  fewer  than  35  hours  per  week)  also  represent  a  larger 
proportion  of  small  business  employment  than  of  large  business  employment  -  19.6  percent  and 
12.9  percent  respectively,  according  to  the  1990  State  of  Small  Business  report  Part-time 
workers  generally  do  not  qualify  for  and  are  not  interested  in  a  retirement  plan  through  their 
employer. 

3.  Preference  for  health  benefits.  Many  small  businesses  do  not  provide  pension  benefits  for 
their  employees  because  there  is  another  benefit  they  are  struggling  to  provide  first:  health 
insurance.  Because  small  firms  are  so  labor  intensive,  employee  compensation  must  be  acutely 
sensitive  to  employee  demand  in  order  to  be  competitive.  Nearly  every  firm  offers  health 
insurance,  regardless  of  firm  size  or  age,  before  they  offer  a  retirement  plan.  While  both  benefits 
are  important  to  employees,  having  health  insurance  to  be  able  to  pay  one's  medical  bills 
constimtes  a  more  immediate  need  than  does  savings  for  redrement  A  1991  EBRX/Oallup  poll 
found  that  65  percent  of  the  respondents  regard  health  insurance  as  their  most  important  benefit 

In  addition,  60  percent  of  respondents  said  they  would  be  willing  to  accept  a  reduction  in 


231 


eiiq>loy6T  contributions  to  a  pension  plan  in  exchange  for  increased  health  benefits. 

NFEB  surveys  show  thai  small  employers  respond  to  this  high  employee  demand  f<»  health 
insurance.  An  extensive  1990  NFIB  Education  Foundation  study  indicated  that  by  two  to  one, 
small  business  owners  agree  that  health  insurance  benefits  should  be  one  of  the  first  benefits  that 
employers  provide,  and  that  about  60  percent  of  small  employers  who  provide  health  insurance 
do  so  because  "employees  need  IL"  And  two-thirds  of  small  business  owners  who  do  not  provide 
health  benefits  do  not  do  so  because  of  cost  not  because  of  a  lack  of  desire. 

All  of  this  explains  why  the  cost  of  health  insurance  has  been  the  number  one  problem 
for  small  business  owners  for  most  of  the  last  decade.  The  reason  this  is  relevant  to  this 
testimony  is  that  many  small  firms  will  not  consider  creating  pension  plans  until  health  insurance 
is  more  accessible  and  affordable. 

4.  Regulatory  burden.  The  regulatory  burden  imposed  by  retirement  benefit  plans  has  had  a 
direct  impact  on  the  decrease  in  pension  plans  in  small  firms.  Since  ERISA  (The  Employee 
Retirement  Income  Security  Act,  loiown  to  many  small  business  owners  as  Every  Ridiculous  Idea 
^ince  A(^3in,)  Congress  has  passed  at  least  eleven  pieces  of  legislation  increasing  pension 
regulations.  Studies  conducted  during  the  1980s  showed  that  four  out  of  seven  small  employers 
claimed  legal  coo^lexities  and  paperwork  burdens  as  deterrents  to  starting  a  pension  plan. 

An  NFIB  Education  Foundation  study  revealed  that  one-diird  of  smaU  businesses  whidi 
recently  terminated  their  plans,  did  so  because  of  changing  and  complex  regulations.  Enabling 
small  employers  m  implement  a  retirement  plan  without  complex  participation  and  non- 
discrimination rules  will  provide  them  with  incentives  to  do  so. 

WJ^  SnuxB  Businesses  Offer  Pensions 

In  order  to  increase  the  number  of  small  businesses  that  set  up  and  maintain  pension 
plans,  it  is  important  to  explore  why  a  small  business  owner  would  want  to  set  up  one  in  the  first 
place.  Small  business  owners  are  motivated  by  a  number  of  factors  when  deciding  whether  or 
not  to  establish  a  retirement  program. 

The  primary  threshold  that  must  be  crossed  is  whether  or  not  the  business  can  afford  the 
administrative  and  benefit  costs  of  a  plan.  If  the  business  can  afford  the  expense  of  a  plan, 
studies  have  found  that  small  business  owners  have  a  variety  of  objectives  when  they  start  a  plan: 

1.  to  take  advantage  of  the  tax  deductions  pension  plans  offer, 

2.  to  provide  their  employees  with  an  opportunity  lo  save  for  retirement, 

3.  to  attract  better  quality  employees, 

4.  to  reward  good  employees,  and, 

5.  to  instill  worker  loyalty  and  encouragemoit  to  remain  with  the  business. 

Obviously,  to  the  extent  pension  law  permits  employers  to  accomplish  these  objectives, 
more  small  employers  will  offer  pensions. 
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How  to  Incrtase  Small  Busintst  Pcartkipation 

As  thia  Committee  is  by  now  aware,  current  pension  plans  are  too  expensive  and  too 
conq>licated  for  the  majority  of  small  employers.  The  prevalence  of  401(k),  or  defined 
contribution,  retirement  plans  has  increased  significantly  in  the  past  decade.  Yet,  these  plans  are 
generally  too  costly  for  many  small  employers  to  afford.  Additionally,  40lOc)  plans  contain 
connplex  non-discrimination  rules  which  successfully  prevent  snudi  business  owners  from 
impleitwating  these  plans. 

The  Private  Retirement  Incentive  Matched  by  Employers  (PRIME)  Account  legisladon 
introduced  by  Chairman  Packwood  in  the  102nd  Congress  presents  an  excellent  starting  point  for 
^uireat  pension  sin^lification  efforts  for  small  employers. 

This  bill  allows  firms  with  less  than  100  employees  and  no  other  retirement  plan  to  set 
up  accounts  for  each  interested  employee  in  which  both  employee  and  employer  could  make 
contributions.  The  PRIME  account  plan  is  not  subject  to  any  parucipation  or  non-discrimination 
rules,  which  greatly  reduces  the  employer's  regulatory  burden.  In  addition,  banks,  mutual  funds 
and  other  financial  institutions  would  maintain  the  accounts,  thus  eliminating  the  employer's 
recordkeeping  burden. 

The  PRIME  plan  also  gives  favorable  tax  treatment  to  conaibutions  from  both  employers 
and  employees.  It  allows  employees  to  make  pre-tax  contributions  to  the  PRIME  account  of  up 
to  $3,000  annually,  an  amount  we  hope  this  Committee  will  seriously  consider  increasing. 

By  ttie  time  a  business  is  profitable  enough  to  afford  a  retirement  plan,  the  owners  and 
top  managers  will  typically  be  older  and  are  going  to  need  to  sock  away  serious  amounts  of 
money.  They  need  to  catch-up  for  the  years  when  any  extra  cash  the  business  generated  was 
immediately  reinvested  to  expand  and  grow.  Both  4010^)  and  SEP  plans  allow  business  owners 
to  contribute  up  to  S30,000  a  year,  and  we  would  encourage  a  similar  figure  for  PRIME. 

However,  the  PRIME  plan  requires  that  employers  match  employee  contributions  doUar- 
for-dollar  vp  to  cither  three  percent  of  compensation.  While  small  business  owners  understand 
the  inqMrtance  of  employer  contributions  in  a  retirement  plan,  they  prefer  that  diese  contributions 
not  be  a  mandatory  requirement  We  would  recommend  allowing  the  employer  to  decide  at  the 
beginning  of  the  year  how  much  of  the  employee's  retiientent  savings  the  employer  wHl 
guarantee  to  match.  Small  businesses  need  the  increased  flexibility  in  their  benefit  plans  to 
match  their  ever-waveiing  profit  margin.  Employers  should  be  able  to  increase  dieir  contribution 
during  times  of  business  upswing  or  decrease  their  contribution  when  there  is  little  cash  on  hand. 
By  the  nature  of  their  size,  small  businesses  live  by  cash  flow.  Small  business  owners  will  shy 
away  from  pension  plans  with  mandatory  contributions  at  mandatory  times  for  fear  of  pinching 
their  cash  flow,  the  most  important  component  of  a  successful  business. 

Overall,  there  are  noany  aspects  of  the  PRIME  account  plan  make  it  a  very  attractive 
solution  for  small  businesses  that  want  to  provide  pension  plans  but  cannot  afford  to  do  so. 
SmaU  business  owners  purchase  pension  coverage  the  same  way  they  purchase  any  other 
enq)loyee  benefit  The  lower  the  cost,  the  more  likely  employers  will  buy  it 


233 


NFIB  members  support  using  Individual  Retirement  Accounts  (IRAs)  as  a  way  to  increase 
overall  savings  for  individuals.  In  a  survey,  78  pciceni  of  NFIB  members  supported  giving  all 
axpayers  a  full  S2,000  tax  deduction  for  their  contributions  to  individual  retirement  accounts. 

IRAs  are  a  low-cost,  effective  method  of  increasing  retirement  savings  for  sclf-en^loyed 
individuals  who  have  no  other  pension  options.  IRAs  will  reduce  our  heavy  reUance  on  foreign 
investment  and  increase  the  low  rate  of  U.S.  personal  savings,  something  Federal  Reserve 
Chairman  Greenspan  has  characterized  as  "the  key  domesnc  economic  policy  problem  of  this 
country."  IRA's  should  be  expanded  accordingly,  to  allow  for  penalty-free  withdrawals  for  &st 
home  purchases,  extended  unemployment,  educational  and  catastrophic  medical  expenses.  Since 
most  small  firms  start  with  funds  from  personal  savings,  ibe  Committee  may  also  want  to 
consider  early  IRA  withdrawals  to  start  a  small  business  and  become  an  entrepreneur. 

While  IRAs  are  an  important  step,  small  employers  need  retirement  plan  simplification 
that  goes  beyond  the  IRA. 

SEPb 

While  simplified  employee  pensions  (SEPs)  were  established  to  help  increase  retirement 
plan  sponsorship  among  $n«aU  finns,  the  available  evidence  indicates  they  have  not  been  very 
succcssfuL  Only  four  percent  of  all  workers  (with  or  without  a  retirement  plan  available)  in  die 
smallest  firms  (fewer  than  25  workers)  had  SEPs  available,  according  to  the  SBA. 

SEP  rules  require  en^loyers  to  contribute  (up  to  $30,(XX)  or  IS  percent  of  salary)  to  the 
account  of  every  employee  who  is  as  least  21  years  old,  performed  services  for  the  employer  in 
at  least  three  of  the  preceding  five  years,  and  received  at  least  S300  in  compensation.  SEP  non- 
discrimination rules  arc  relatively  simple.  Employer  contribution  will  be  discriminatory  unless 
they  bear  a  uniform  relationship  to  the  first  $2(X),(XX)  each  employee  earns.  In  other  words,  if 
the  employer  contributes  10  percent  of  the  CEO's  salary,  the  employer  has  to  contribute  at  least 
10  percent  of  other  employees'  salaries. 

Why  aren't  SEPs  more  popular?  They  do  not  allow  employees  to  make  pre-tax 
Doniributions  to  their  own  plans.  Only  employer's  contributions  receive  favorable  tax  treatment 
Additional  provisions,  like  requiring  all  employees  to  be  covered  and  immediate  vesting  add 
burdens  and  take  away  incentive  for  plan  sponsorship.  Additionally,  financial  Institutions  and 
advisors  have  little  incentive  to  market  SEPs  because  there  is  little  profit  in  it  for  them,  further 
contributing  to  low  utilization. 

Salary  Reduction  SEPs  (S  ARSEPs)  are  SEPs  that  permit  employee  contributions  in  pie-tax 
dollars  up  to  $8,500  or  15  percent  of  compensation,  whichever  is  less.  Only  businesses  with 
fewer  than  25  employees  are  eligible  for  SARSEPs.  They  have  at  least  two  major  drawbacks: 
One,  employees  can  only  contribute  to  a  SARSEP,  if  at  least  50  percent  of  the  bosiness's 
employees  also  contribute.  And  two,  SARSEP  contributions  are  subject  to  conq>]ex  non- 
discriininauon  rules  similar  to  401  (k)  plans. 
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Highly-Compensated  Employees 

One  of  the  primary  contributors  to  the  complexity  of  pension  plans  is  non-discriminadon 
esting,  and  the  definition  of  a  highly-compensated  employee  is  a  major  cause  of  that  complexity. 
The  problem  with  the  current  definition  of  a  highly-compensated  employee  is  that  it  includes  all 
business  owners,  regardless  of  how  much  they  earn.  Forty  percent  of  NFIB  members  earn  less 
±an  $40,000  a  year.  These  business  owners  are  in  no  position  to  abuse  the  system  by  socking 
away  tens  of  thousands  of  dollars  a  year  in  pre-tax  inconie.  Pension  law  should  encourage  small 
business  owners  to  create  plans  for  themselves  and  their  employees.  Declaring  up  firont  that 
every  small  business  owner  is  highly  compensated  is  not  a  good  way  to  start. 

Rules  governing  highly-compensated  employees,  or  "top  heavy"  plans  were  enacted  in  the 
Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  in  an  attempt  to  ensure  that  all  employees 
receive  an  equitable  share  of  benefits.  Under  these  rules,  there  are  stricter  limits  on  allowable 
benefits  for  "key"  employees  and  large  minimum  benefits  for  all  employees  if  more  than  60 
percent  of  accumulated  benefits  are  given  to  key  employees. 

These  rules  have  a  tremendous  impact  on  small  firms.  The  highly-compensated  rules  may 
prevent  owners  of  small  businesses  from  acauing  pension  benefits  as  generous  as  those  of  the 
top  management  of  large  corporations  who  earn  the  same  salaries  because  small  firms  have  a 
higher  ratio  of  owners  to  workers  than  larger  firms.  Legislative  limits  on  benefits  to  employers 
have  contributed  to  low  levels  of  coverage  in  small  firms  by  reducing  a  firm's  flexibility  to 
design  a  plan  according  to  its  needs. 

Current  Proposals 

Many  of  the  aforementioned  problems  are  dealt  with  in  the  Portman/Cardin  bill,  HJR. 
2037,  as  well  as  the  Administration's  proposal.  Both  proposals  would  help  reduce  paperwork 
by  using  a  design  based  concept  to  midgate  complex  testing  and  lepordng  requirements.  Both 
also  eliminate  other  negative  aspects  of  current  law,  including  family  aggregation  rules, 
aggregation  rules  applying  to  pension  plans  of  the  self  employed,  secdon  415  (e)  plan  limits, 
minimum  partidpadon  rules  for  defined  contribution  plans,  and  the  con^lexity  of  distribudon 
rules. 

We  believe  both  proposals,  however,  could  be  improved  significantly.  Hrst,  the  definition 
of  highly  con:^)ensated  employees  should  be  eliminated  for  those  who  participate  in  a  design 
based  plan.  Second,  an  en^loyer  should  be  allowed  flexibility  in  their  matching  requirements 
to  respond  to  swings  in  earnings.  Third,  the  burden  of  tracking  contribudons  and  earnings  should 
not  be  the  responsibility  of  the  employer.  Instead,  employees  should  assume  this  responsibility 
and  be  able  to  delegate  it  to  an  appropriate  pension  administrator.  Fourth,  maximum  employee 
contribution  limits  should  be  increased  to  take  into  account  the  fact  that  many  small  business 
owners  cannot  afford  pension  plans  until  late  in  life. 
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To  foCTMie  peniioa  oofvenfe,  Oon{re»  ihoold  fbcai  on  miUaf  pUni  tvtilible  tad 
afTovdabte  for  aO  enployan  to  offer  his  or  ber  ea^loyeet.  lltree  oot  of  overy  (bar  tatJl 
buiiooMOi  do  oot  htve  pendon  plans.  Until  small  envloyets  offer  pension  plans  to  dwir 
enq>loy«es,  most  Amfirican  woricecs  will  not  be  covered  outside  of  individual  savings  and  Social 
Secinijy. 

Small  e&q>Ioyeis  cuneotly  do  not  offer  pension  plans  becaose  they  cannot  afford  tibem. 
Unless  the  cost  of  starting  and  maintaining  ledretTient  plans  are  lowa«d,  small  bosiDestes  win 
be  disoooraged  from  offering  tfaem. 

NFIB  members  mgfi  Ooogress  to  enaa  legislation  that  will  provide  a  wodable  small 
business  pension  plan,  similar  to  Chainnan  Packwood's  PRIMB  aooount;  one  that  win  gieady 
iucreaie  dw  chances  diat  cnaU  employers  will  use  the  plan,  thus  enabling  dusm  to  help  iheir 
employees  provide  for  a  secoie  retirement 


236 


OVERSIGHT  HEARING 

BEFORE  THE 

COMMITTEE  ON  SMALL  BUSINESS 

ON 

"PENSION  REFORM  AND  SIMPLIFICATION: 

A  SMALL  BUSINESS  PERSPECTIVE" 

September  8,  1995 
10:00  A.M. 

QUESTION  FOR  THE  RECORD  FROM  REPRESENTATIVE  LINDA  SMITH  (R-WA) 
TO  PAULA  CALIMAFDE.  PARTNER.  PAULEY,  ROTHMAN .  GOLDSTEIN. 
ROSENBERG  &  COOPER.  ON  BEHALF  OF  THE  SMALL  BUSINESS  COUNCIL  OF 
AMERICA.  REGARDING  CURRENT  SOURCE  TAX  LEGISLATIVE  PROPOSALS. 

MS.  CALIMAFDE.   I  GREATLY  APPRECIATE  YOUR  EXPERTISE  AND 
TESTIMONY  HERE  TODAY  ON  PENSION  SIMPLIFICATION  AND  REFORM,  AND 
WOULD  LIKE  TO  ASK  YOU  A  QUESTION  FOR  THE  RECORD  REGARDING  ONE  OF 
THE  WAYS  AND  MEANS  COMMITTEE  MISCELLANEOUS  PENSION  PROPOSALS. 
THE  PROPOSAL  (H.R.  1762)  WOULD  DENY  FEDERAL  TAX  INFORMATION  TO 
STATES  THAT  IMPOSE  A  PENSION  SOURCE  TAX.   FOR  THIS  PURPOSE,  A 
PENSION  SOURCE  TAX  WOULD  MEAN  ANY  TAX  ON  THE  RETIREMENT  INCOME  OF 
AN  INDIVIDUAL  WHO  IS  NOT  A  RESIDENT  OR  DOMICILIARY  OF  THE  STATE. 
I  BELIEVE  THIS  PROVISION  WOULD  GO  A  LONG  WAY  TOWARD  SOLVING  THE 
SOURCE  TAX  PROBLEM  BY  MAKING  IT  VERY  DIFFICULT  FOR  STATES  WHO 
HAVE  SOURCE  TAXES  TO  ADMINISTER  THEM.   THE  SOURCE  TAX  IS  A  VERY 
SERIOUS  PROBLEM  FOR  MANY  OF  MY  CONSTITUENTS  IN  THE  STATE  OF 
WASHINGTON. 

AS  YOU  KNOW,  THE  SOURCE  TAX  IS  WHERE  A  STATE  WHERE  A  RETIREE 
FORMERLY  WORKED  TAXES  HIS  OR  HER  RETIREMENT  INCOME  MERELY  BECAUSE 
THE  PENSION  IS  PAID  FROM  THAT  STATE.   ALTHOUGH  A  NUMBER  OF  STATES 
TAX  THIS  INCOME,  CALIFORNIA  AGGRESSIVELY  PURSUES  THE  RETIREMENT 
INCOME  OF  SENIOR  CITIZENS  IN  THE  STATE  OF  WASHINGTON.   IN  ORDER 
TO  STRETCH  RETIREMENT  INCOME,  MANY  RETIREES  CHOSE  TO  LIVE  IN 
WASHINGTON  WHERE  THERE  IS  NO  INCOME  TAX.   OTHERS  MAY  BE  LIFETIME 
WASHINGTON  STATE  RESIDENTS  WHO  SIMPLY  MAY  HAVE  WORKED  OUTSIDE  THE 
STATE.   BECAUSE  THE  STATE  OF  WASHINGTON  HAS  NO  INCOME  TAX,  THERE 
IS  NO  CREDIT  FOR  INCOME  TAXES  PAID  IN  OTHER  STATES  —  SO 
WASHINGTON  RETIREES  ARE  DOUBLY  HURT.   MANY  IN  MY  STATE  AND  IN  THE 
PENSION  COMMUNITY  BELIEVE  THAT  THE  SOURCE  TAX  IS  "TAXATION 
WITHOUT  REPRESENTATION." 

WITHOUT  QUESTION,  THE  SOURCE  TAX  IS  EXTREMELY  UNFAIR  TO 
WASHINGTON  SENIOR  CITIZENS  AND  TO  ALL  AMERICAN  RETIREES  TARGETED 
BY  STATES  THAT  IMPOSE  A  SOURCE  TAX.   REPRESENTATIVE  BARBARA 
VUCANOVICH  (R-NV)  ALSO  HAS  INTRODUCED  A  BILL  (H.R.  394),  WHICH  I 
AM  CO-SPONSORING,  TO  RESTRICT  THE  POWER  OF  STATES  TO  IMPOSE  A 
SOURCE  TAX  ON  THE  PENSION  DISTRIBUTIONS  OF  NONRESIDENTS. 
BRIEFLY,  WOULD  YOU  STATE  YOUR  VIEWS  ON  THE  SOURCE  TAX  AND  WHETHER 
YOU  BELIEVE  H.R.  394  AND/OR  H.R.  1762  WOULD  SOVLE  THIS  LONG- 
STANDING PROBLEM.   ALSO,  PLEASE  ADDRESS  THE  SUBSTANTIAL 
ADMINISTRATIVE  BURDENS  ON  RETIREES  AND  THEIR  EMPLOYERS  —  BOTH 
LARGE  AND  SMALL  —  THAT  RESULT  FROM  IMPOSITION  OF  THE  SOURCE  TAX. 


237 


OVERSIGHT  HEARING 

BEFORE  THE 

COMMITTEE  ON  SMALL  BUSINESS 

ON 

"PENSION  REFORM  AND  SIMPLIFICATION: 

A  SMALL  BUSINESS  PERSPECTIVE" 

September  8,  1995 
10:00  A.M. 


RESPONSE  TO  THE  QUESTION  FOR  THE  RECORD  FROM  REPRESENTATIVE  LINDA 
SMITH  (R-WA)  REGARDING  CURRENT  SOURCE  TAX  LEGISLATIVE  PROPOSALS  BY 
PAULA  A.  CALIMAFDE.  PARTNER  AT  PALEY .  ROTHMAN.  GOLDSTEIN.  ROSENBERG 
&  COOPER.  AND  CHAIR  OF  THE  SMALL  BUSINESS  COUNCIL  OF  AMERICA. 

MS.  SMITH,  THE  SMALL  BUSINESS  COMMUNITY  APPRECIATES  YOUR 
INTEREST  IN  THE  DIFFICULT,  BUT  EXTREMELY  IMPORTANT  AREA  OF 
QUALIFIED  RETIREMENT  PLANS.  WE  ARE  HOPEFUL  THAT  YOUR  INTEREST  AND 
THE  INTEREST  OF  YOUR  FELLOW  COMMITTEE  MEMBERS  AS  EVIDENCED  BY  THE 
HEARINGS  WILL  LEAD  TO  THE  REAL  SIMPLIFICATION  OF  THE  QUALIFIED 
RETIREMENT  PLAN  SYSTEM.  REAL  SIMPLIFICATION  WILL  ALLOW  THE  OWNERS 
AND  EMPLOYEES  OF  SMALL  BUSINESSES  TO  REGAIN  ACCESS  TO  THIS  SYSTEM. 
IN  THE  YEARS  AHEAD,  IF  THE  TAX  INCENTIVES  ARE  RETURNED  TO  THE 
SYSTEM,  FULL  HEALTH  SHOULD  BE  RESTORED. 

YOU  HAVE  SPECIFICALLY  INQUIRED  AS  TO  THE  SOURCE  TAX  ISSUE  AND 
WHETHER  THE  SMALL  BUSINESS  COUNCIL  OF  AMERICA,  OF  WHICH  I  AM  THE 
CHAIR,  BELIEVE  THE  SUBSTANTIAL  PROBLEMS  INCURRED  BY  THE  SOURCE  TAX 
WILL  BE  SOLVED  BY  EITHER  H.R.  394  AND/OR  H.R.  1762.  FIRST,  LET  ME 
SAY  UNEQUIVOCALLY  THAT  H.R.  394  IS  A  FAR  BETTER  SOLUTION  THAN  H.R. 
1762.  IN  FACT,  IT  IS  DOUBTFUL  WHETHER  THE  SOLUTION  ADVANCED  IN 
H.R.  1762  WOULD  ACTUALLY  WORK. 

AS  YOU  MENTIONED  IN  YOUR  STATEMENT,  A  NUMBER  OF  STATES, 
INCLUDING  CALIFORNIA,  TAX  RETIREES  WHO  FORMERLY  LIVED  IN  THE  STATE 
ON  THEIR  PENSION  INCOME.  THEY  BASE  THEIR  CLAIM  TO  THIS  INCOME  ON 
THE  GROUNDS  THAT  THE  PENSIONS  WERE  EARNED  WHILE  THE  RETIREES  LIVED 
AND  WORKED  IN  THE  STATE.  THIS  IS  REFERRED  TO  AS  THE  "SOURCE  TAX" 
RULE.  WHEN  A  STATE  TAXES  NONRESIDENT  RETIREES  ON  THEIR  PENSION 
BENEFITS  -  UNCERTAINTY,  INSTABILITY  AND  HARDSHIP  IS  THE  RESULT. 
ENORMOUSLY  DIFFICULT  AND,  IN  SOME  CASES,  IMPOSSIBLE  ADMINISTRATIVE 
TASKS  ARE  IMPOSED  ON  EMPLOYERS  AND  WORSE,  MULTIPLE  AND  EXCESSIVE 
TAXATION  IS  IMPOSED  ON  RETIREES'  PENSION  INCOME.  IN  ORDER  TO  AVOID 
MULTIPLE  TAXATION,  RETIREES  MUST  SUBSTANTIATE  THE  PORTION  OF  THEIR 
RETIREMENT  BENEFIT  THAT  WAS  EARNED  IN  EACH  STATE  IN  WHICH  THEY 
WORKED.  THIS  IS  VIRTUALLY  IMPOSSIBLE  BECAUSE  NEITHER  THE  RETIREES 
NOR  THEIR  FORMER  EMPLOYERS  MAINTAIN  SUCH  RECORDS.  UNFORTUNATELY, 
BECAUSE  THE  RETIREE  HAS  THE  BURDEN  OF  PROOF,  THE  STATE (S)  WHERE  THE 
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PENSION  WAS  EARNED,  USUALLY  ASSESSES  A  TAX  ON  THE  ENTIRE  RETIREMENT 
PLAN  BENEFIT.  THIS  PROBLEM  IS  COMPOUNDED  WHEN  THE  CURRENT  STATE  OF 
RESIDENCY  ALSO  ASSERTS  THE  RIGHT  TO  TAX  THE  RETIREE'S  ENTIRE 
RETIREMENT  PLAN  BENEFIT.  DOUBLE  TAXATION  RESULTS  UNLESS  ONE  OR 
BOTH  STATES  AUTHORIZE  CREDITS  OR  EXEMPTIONS  TO  ALLEVIATE  THE 
PROBLEM  WHICH  ARE  TRULY  AND  EASILY  AVAILABLE  TO  THE  RETIREE. 

THERE  IS  ALSO  A  QUESTION  OF  DUE  PROCESS  INVOLVED  IN  THIS 
ISSUE.  FOR  INSTANCE,  IF  AN  INDIVIDUAL  WORKED  AND  LIVED  IN 
CALIFORNIA  FOR  MANY  YEARS  AND  THEN  MOVED  TO  YOUR  STATE,  THE  STATE 
OF  WASHINGTON,  AND  CONTINUED  TO  WORK  FOR  SEVERAL  YEARS  AND  THEN 
RETIRED,  CALIFORNIA  COULD  ASSERT  THE  RIGHT  TO  TAX  THAT  INDIVIDUAL'S 
ENTIRE  RETIREMENT  BENEFIT.  NOW,  CALIFORNIA  MIGHT  PROVIDE  A  FORUM 
FOR  THE  RETIREE  TO  COME  AND  SHOW  THAT  A  GOOD  PORTION  OF  THE 
BENEFITS  HAD  BEEN  EARNED  IN  THE  STATE  OF  WASHINGTON  -  BUT  THE 
RETIREE  WOULD  HAVE  TO  TRAVEL  TO  CALIFORNIA  TO  PROVE  THIS.  THE 
TRAVEL  MIGHT  BE  TOO  EXPENSIVE  OR  TOO  DEMANDING  FOR  THE  RETIREE. 
BUT  IMAGINE,  THAT  EVEN  IF  THE  RETIREE  COULD  PAY  THE  TRAVEL  EXPENSES 
TO  GO  TO  CALIFORNIA,  IT  MIGHT  VERY  WELL  BE  ADMINISTRATIVELY 
IMPOSSIBLE  FOR  THE  RETIREE  TO  PROVE  WHAT  AMOUNT  OF  HIS  OR  HER 
RETIREMENT  BENEFIT  HAD  BEEN  ACCRUED  WHILE  LIVING  IN  CALIFORNIA. 
YOU  CAN  SEE  HOW  THE  MORE  STATES  AND  EMPLOYERS  INVOLVED,  THE  MORE 
DIFFICULT  THE  PROBLEM.  ALSO,  IT  HITS  THE  VERY  CLASS  OF  PEOPLE  WHO 
ARE,  BY  AND  LARGE,  ON  FIXED  INCOMES  AND  LEAST  LIKELY  TO  HAVE  THE 
OUTSIDE  RESOURCES  NECESSARY  TO  ATTEND  HEARINGS,  ETC.  IN  THEIR 
FORMER  STATES  OF  RESIDENCIES  AND  PURCHASE  THE  SERVICES  OF  AN 
ACTUARY  TO  DETERMINE  THE  PROPER  DIVISION  OF  THE  BENEFIT.  THIS  IS 
UNDUE  HARDSHIP. 

H.R.  394  RESTRICTS  THE  POWER  OF  STATES  TO  IMPOSE  A  SOURCE  TAX 
ON  THE  PENSION  DISTRIBUTIONS  OF  NONRESIDENTS.  THIS  IS  THE  ONLY  WAY 
TO  SOLVE  THIS  PROBLEM  WITHOUT  UNDUE  HARDSHIP  TO  RETIREES. 

WE  ARE  CONCERNED  WITH  THE  SOLUTION  ADVANCED  IN  H.R.  1762  WHICH 
WOULD  DENY  FEDERAL  TAX  INFORMATION  TO  STATES  THAT  IMPOSE  A  PENSION 
SOURCE  TAX.  THIS  APPROACH  CAN  STILL  LEAVE  RETIREES  IN  A  VULNERABLE 
SITUATION.  WE  ARE  CONCERNED  THAT  A  STATE  THAT  DOES  ASSERT  THE 
SOURCE  TAX  RULE  WILL  STILL  BE  ABLE  TO  OBTAIN  THE  INFORMATION  FROM 
OTHER  SOURCES.  THIS  IS  NOT  AN  UNLIKELY  RESULT  AND  THUS  H.R.  1762 
DOES  NOT  OFFER  COMPLETE  PROTECTION. 

WE  ARE  HOPEFUL  THAT  AS  MORE  REPRESENTATIVES  GAIN  YOUR 
UNDERSTANDING  OF  HOW  UNFAIRLY  THE  SOURCE  TAX  RULES  AFFECT  SOME 
RETIREES,  THAT  H.R.  394  WILL  BECOME  THE  LAW. 
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